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Judicial Review of Property 


* 
Tax Assessments 
JEROME R. HELLERSTEIN 


ais role of the courts in property taxation impinges on one of the 
most controversial areas in administrative law—the extent of ju- 
dicial review of the actions of an administrative agency.* In the field 
of property tax assessments the delineation of the respective func- 
tions of the administrative agency and the courts has been the sub- 
ject of extensive consideration and development, both at common law 
and by statute, from the early beginnings of our judicial system and, 
indeed, long before lawyers recognized the existence of administra- 
tive law as a distinct branch of jurisprudence.” 

We start with the proposition that the states are not required as a 
matter of due process of law to afford any judicial review of the 
actions of the assessor or the tax collector.* Administrative review 
of the assessor’s action at some point before the assessment becomes 
final is constitutionally required, and there must be adequate notice 
and reasonable opportunity to be heard, but review by a court is not 
essential.* The courts could not, however, refrain from interfering, 


JEROME R, HELLERSTEIN is a member of the New York Bar and Adjunct Associate Pro- 
fessor of Law at New York University Law School. 

* This paper is based on a speech delivered on October 30, 1958 before the National Tax 
Association Annual Conference. 

1 For discussions of the over-all aspects of this problem, see Davis, ADMINISTRATIVE LAW 
ch. 20 (1951) ; ForKoscH, ADMINISTRATIVE LAW ch. 17 (1956). 

2 For studies dealing with the problem, see 4 COOLEY ON TAXATION §§ 1610 et seq. (4th 
ed. 1924) ; Stason, Judicial Review of Tax Errors—Effect of Failure to Resort to Adminis- 
trative Remedies, 28 Micu. L. Rev. 637 (1930); Throckmorton, Judicial Review of Tax 
Assessments in Iowa, 26 Iowa L. Rev. 723 (1941); Cushman, The Judicial Review of 
Valuation in Illinois Property Tax Cases, 35 Inu. L. Rev. 689 (1941) ; Young, Taxpayers’ 
Remedies, Illinois Property Tax Problems, 1952 U. Inu. L. F. 248; MeKay, Remedies for 
Defects in General Property Tax Assessments in Wyoming, The General Property Tax in 
Wyoming—A Symposium, 4 Wyo. L.J. 226, 240 (1950) ; Slomowitz, Property Tax Adminis- 
tration in Florida and the Scope of Judicial Review, 24 Fia. L.J. 223 (1950) ; Morgan, 
Remedies of Taxpayers to Correct Assessments of Real Estate Taxes, 14 J. BAR ASS’N OF 
D.C. 476 (1947); Holbrook, Judicial Review of Determinations by County Boards of 
Equalization, 14 So. Cau. L. Rev. 276 (1941); Faught, Procedure for the Assessment of 
Real Estate for Taxation Purposes and the Review of Such Assessments, 6 U. Prrt. L. REv. 
231 (1940). 

3 Hodge v. Muscatine County, Iowa, 196 U.S. 276 (1905) ; see Hagar v. Reclamation Dis- 
trict No. 108, 111 U.S. 701 (1884) ; Young, note 2 supra. 

4 See note 3 supra. 
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even in the absence of provision for statutory review, typically by 
writ of certiorari, which is the ancient common law remedy to review 
illegal or unauthorized actions of public officials, where the assessor 
acted beyond his authority or was guilty of misconduct.® Thus, if A 
was sought to be taxed with B’s property, or if tax-exempt property 
was taxed, or if there was a failure to observe proper procedural re- 
quirements, the courts intervened and granted relief.* And the same 
principle of review of actions beyond the official’s authority was ap- 
plied to cases in which the assessor’s action was fraudulent or arbi- 
trary or capricious.’ 

From this line of cases, it was not difficult for the courts to take the 
next step and set aside assessments where they were faced with fla- 
grant cases of inequality or overassessment. To assert jurisdiction 
they applied the fictional doctrine of ‘‘constructive fraud’’; they 
found that such action was beyond the assessor’s authority because, 
although no actual fraud or intentional discrimination existed, the 
assessment was so extreme and unreasonable as to be ‘‘tantamount 
to fraud.’’ § This learning, developed in some states within the ambit 
of common law certiorari proceedings, or suits in equity to enjoin 
illegal actions of assessors, or defenses against suits to seize or fore- 
close on property that had been assessed, still obtains in many states 
despite the modification of common law procedures by statutory 
codes.® The net result of such procedures is sharply to restrict ju- 
dicial review of taxpayers’ proceedings attacking overvaluation or 
inequality in property tax assessments. 

This restrictive view of the role of the courts in passing on the 
action of the assessing body is by no means universal. In a number 
of states the courts, while granting credence to the expertise of the 
assessing body and recognizing that a prima facie case for the as- 
sessor’s valuation is made by mere proof of the assessment and that 
the burden of proof is on the taxpayer who seeks to set it aside, exer- 
cise far broader reviewing functions. Thus, as a Nebraska court has 
put the matter, although there is a presumption in favor of the as- 


5 See note 2 supra. 

6 The distinction is thus drawn by some courts between ‘‘erroneous or illegal assess- 
ments,’’ which are reviewable, and ‘‘ excessive assessments,’’ which are not. See Board of 
County Comm’rs v. Doherty, 114 Colo. 594, 168 P.2d 556 (1946). 

7 See Jeffery Building Corp. v. Harding, 347 Ill. 36, 179 N.E. 881 (1932), and the cases 
cited in notes 15-19 infra. 

8 People ex rel. Wangelin v. Wiggins Ferry Co., 357 Ill. 173, 191 N.E. 296 (1934). 

9 See the discussion of the tax review procedures in The May Department Stores Co. v. 
State Tax Commission, 308 8.W.2d 748 (Mo. 1958), and note 2 supra, and cases cited in 
notes 15-18 infra. 
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sessor’s action, once competent evidence controverting the assess- 
ment has been introduced ‘‘from that point on the reasonableness 
of the valuation fixed by the board becomes one of fact based upon 
evidence unaided by presumption, with the burden of showing such 
value to be unreasonable resting upon the party complaining.’’ 
Consequently, the court approaches the valuation problem essen- 
tially as it would any other justiciable issue, to hear the evidence and 
make a judgment as to valuation, giving the assessor the benefit of 
a rebuttable presumption of the correctness of his assessment. 

In still other states the courts or the legislatures have worked out 
amiddle ground of judicial review. They have required neither mala 
fides nor flagrant action which may be categorized as ‘‘constructive 
fraud,’’ nor have they substituted their judgment for that of the 
assessor once the presumption of correctness of the assessor’s action 
has been overcome. Instead, they have exercised the same review 
functions as appellate courts do with respect to the action of trial 
judges." As the rule is sometimes stated, the court will review only 
‘questions of law’’ and not ‘‘questions of fact.’? While the line be- 
tween questions of law and fact is vague and uncertain and has its 
own elaborate exegesis,’* factual and legal issues merge in the rule 
that ‘‘whether the evidence warrants a general conclusion of the 
board [here the Appellate Tax Board] is a question of law and is 
raised by appeal.’’ 

In searching for a meaningful approach to the role of the courts 
in property taxation in practice and not merely in theory, it appears 
useful to review the actual decisions in the light of varying doctrinal 
rules. Thus, the property tax cases decided by the courts of this coun- 
try in the past dozen years will be analyzed and some of the major 
holdings in the two principal areas of taxpayers’ grievances—over- 
valuation and inequality of overassessment—which account for the 
bulk of the litigation in the property tax field will be discussed. 


10 Ahern v. Board of Equalization, 160 Neb. 709, 71 N.W.2d 307 (1955). 

11 Commissioner of Corporations and Taxation v. Ryan, 323 Mass. 154, 80 N.E.2d 471 
(1948) ; Fiddler v. Board of Tax Appeals, 140 Ohio St. 34, 42 N.EH.2d 151 (1942) ; Stanton 
v. Frankel Bros. Realty Co., 117 Ohio St. 345, 158 N.E. 868 (1927) ; see also Note, Adminis- 
trative Law—Tasxation—Scope of Review on Appeal from Tax Assessment in Kentucky, 
44 Ky. L.J. 78 (1955); Schleiff v. County of Freeborn, 231 Minn. 389, 43 N.W.2d 265 
(1950). Actually, although the states have been classified for purposes of discussion in 
three broad categories, it must be emphasized that the lines actually drawn in the cases are 
not always sharply defined. There are numerous shadings and variations among the cases, 
and the classifications tend to merge into each other. Nevertheless, because the differences 
in emphasis and approach among the courts are substantial and significant and have had 
a definite impact on the decision in the cases, the classification seems useful. 

12 See DAVIS, op. cit. supra note 1, at §§ 245 et seg. 
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OVERVALUATION 





A. States Apoptine A REestrRicTIvVE VIEW OF THE SCOPE OF JUDICIAL 
Review 


Turning first to overvaluation cases arising in jurisdictions which 
afford only a narrow scope of judicial review in property tax cases, 
there is an Indiana case involving an assessment of railroad prop- 
erty made by the State Tax Commission.’* Although the statute di- 
rected the Commission to take into account the original cost of the 
property, book value, earnings, replacement costs, and all other 
facts and circumstances, the taxpayer complained that the Commis- 
sion had made the assessment solely on the basis of reproduction 
cost less depreciation, ignoring all other factors. In point of fact, the 
assessed valuation was precisely the amount obtained by using the 
figures in the record for reproduction cost less depreciation. The 
court, closing its eyes to the obvious fact that the Commission did 
use reproduction less depreciation as its measure of valuation, up- 
held the assessment, saying: ** 

... the mere fact that the figure arrived at is the same as that which would 
have resulted through the application of the depreciated replacement cost 
method alone, is not sufficient to show that the appellants did not consider 
such other factors, .... There being no proof to the contrary in the present 
case, we are bound to presume that the appellants considered the statutory 
factors of valuation, in the light of the-evidence they had at hand, in arriving 
at their ultimate finding. 


This holding makes an assessor’s general assertion that he as- 
sessed property according to the statute virtually unimpeachable 
except out of his own mouth, even when the arithmetic points unmis- 
takably to his failure to take into account the factors required by 
law. The court justified its action by asserting that the action of the 
assessor will not be set aside unless it is ‘‘so grossly excessive as to 
constitute an arbitrary and capricious act amounting to fraud.’’ %® 


13 State Board of Tax Comm’rs v. Chicago M., St. P. & Pac. R. Co., 121 Ind. App. 302, 
96 N.E.2d 279 (1951). 

14 State Board of Tax Comm’rs v. Chicago, M., St. P. & Pac. R. Co., 96 N.E.2d 279, 283 
(1951). 

15 See note 13 supra. As stated by other courts which have adopted similar views, the 
assessing officer in making valuations is ‘‘ exercising judicial functions’’ and his determina- 
tion is not to be set aside unless it has proceeded ‘‘arbitrarily and in willful disregard of 
the law ... or unless there be something equivalent to fraud in the action of the board.’’ 
McClelland v. Board of Supervisors, 30 Cal.2d 124, 129, 180 P.2d 676, 679 (1947) ; see also 
Hagar v. Reclamation District No. 108, note 3 supra. A Tennessee court put the matter as 
follows: ‘‘ Since on the common law writ of certiorari the judicial function is ‘supervisory’ 
rather than ‘appellate’... there is under the writ no review of the intrinsic correctness 
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Applying similar standards of judicial review to an attack by a 
railroad on an assessment, the Illinois Supreme Court reversed a 
trial court decision cutting the assessed value of its property from 
$86,750,000 to $50,000,000.7* The lower court reduced the assessment 
which was based on an average of (1) capitalized earnings from the 
property, (2) the value of the railroad’s capital stock and debt, and 
(3) reproduction cost less depreciation. The trial court found repro- 
duction cost less depreciation so far out of line with the earnings 
results that it rejected the former factor as unreliable and held its 
use by the assessor had produced an excessive and arbitrary value. 

The significant feature of the case for the purposes of this diseus- 
sion is not whether the trial court was right or wrong on the facts of 
the case—without an extensive examination of the record, judgment 
on that point cannot be passed—but the role of the Illinois Supreme 
Court in the matter. The court indicated that it would not reverse 
the assessment unless it found it to be ‘‘fraudulently excessive’’ or 
there was a ‘‘wilful disregard’’ of statutory rules.” It is from this 
vantage point that the court examined the taxpayer’s attack on the 
values found, reversed the trial court which had heard the witnesses, 
and reinstated the assessment. Obviously, a very heavy burden is 
thereby cast upon the complaining taxpayer. 

The difficulty of upsetting assessments, except in the most flagrant 


of the Board’s assessment.’’ McCord v. Nashville, Chattanooga & St. L. Ry., 187 Tenn. 
277, 294, 213 S.W.2d 196, 204 (1948). For other courts which have adopted more or less 
similar restrictive views of the scope of judicial review of property tax assessments, see 
Arizona: Sparks v. McCluskey, 84 Ariz. 283, 327 P.2d 295 (1958); Colorado: Citizens’ 
Committee for Fair Property Taxation v. Warner, 127 Colo. 121, 254 P.2d 1005 (1953) ; 
Idaho: Appeal of Sears, Roebuck & Co., 74 Idaho 39, 256 P.2d 526 (1953) ; Illinois: see 
notes 16 and 17 infra; Michigan: Naph-Sol Refining Co. v. Township of Muskegon, 346 
Mich. 16, 77 N.W.2d 255 (1956) ; Missouri: May Department Stores Co. v. State Tax Com- 
mission, 308 S.W.2d 748 (Mo. 1958); Maryland: Rogan v. County Commissioners of Cal- 
vert County, 194 Md. 299, 71 A.2d 47 (1950) ; Montana: State ex rel. Goza v. District Court 
of Eleventh Judicial Dist., 125 Mont. 296, 234 P.2d 463 (1951) ; Washington: In re Assess- 
ment of Metropolitan Bldg. Co., 144 Wash. 469, 258 Pac. 473 (1927) ; Bankers Pocahontas 
Coal Co. v. County Court of McDowell County, 135 W.Va. 174, 62 S.E.2d 801 (1950); 
Texas: see note 18 infra; Wyoming: MeKay, supra note 2, at 240. 

16 Chicago and North Western Railway Company v. The Department of Revenue, 6 Il. 
2d 278, 128 N.E.2d 722 (1955). For a review and analysis of the Illinois cases, see Cushman 
and Young, both note 2 supra. 

17 The Illinois Supreme Court’s views have been stated as follows: ‘‘... the courts, in 
the absence of fraud, have no power to review or determine the value of property fixed for 
purposes of taxation by the administrative officers to whom such function has been 
delegated. ... The burden is on the objector to show either actual fraud... or... that an 
assessment is so grossly excessive as to amount to evidence of fraud and an indication that 
the taxing authorities, in making the same, wilfully and intentionally discriminated against 
the said objector.’’ People ex rel. Callahan v. Gulf, Mobile and Ohio Railroad Co., 8 Ill.2d 
66, 69-70, 132 N.E.2d 544, 547 (1956). 
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type of case, where this narrow view of the scope of judicial re- 
view prevails, is also shown by a recent Texas case.** There a mineral 
interest in oil property was valued at $1,250 an acre for a number of 
successive years. Because the interest was a diminishing one, with 
the amount of the payments decreasing year by year, the taxpayer 
argued that the valuation should decrease year by year. After re- 
peating the standard rule that ‘‘no attack on valuation can be sus- 
tained in the absence of proof of fraud... illegality, or the adoption 
of an ‘arbitrary’ and fundamentally erroneous plan or scheme of 
taxation,’’ the court held that the taxpayer had not sustained this 
burden of proof. True, the payments would decrease year by year, 
but the court observed that the assessor had testified that he had 
taken that factor into account. Hence, said the court, it had no way 
of knowing that the ultimate valuations were ‘‘illegal, arbitrary or 
discriminatory.’’ This is a startling conclusion, for it is difficult to 
see how the assessor could have taken declining values into account 
and still have come up with equal values year by year. One is left 
with the impression that the court gave its uncritical acceptance to 
the assessor’s assertion and closed its eyes to the circumstances of 
the case.?® 

What types of overvaluation fall within the scope of review of 
courts adopting this restrictive approach to the judicial role in the 
assessment process? An Idaho case brought by Sears, Roebuck & 
Co. indicates the type of case in which even such courts will inter- 
vene. Sears complained of the valuation placed on its inventory of 
merchandise, which had been confirmed by the County Board of 
Equalization and the State Tax Commission. The taxpayer had fur- 
nished the assessor with a detailed inventory of the cost of merchan- 
dise, which had been ignored; instead, the assessor had merely 
walked through the store and determined his valuation of inventory 
by a ‘‘floor space’’ method.”° He had measured the number of square 
feet of floor space occupied by the merchandise, and by applying a 
rule-of-thumb as to the square foot value of merchandise, he had 
made his valuation. This, the court held, was more than a mere mis- 


18 State v. Whittenburg, 153 Tex. 205, 265 S.W.2d 569 (1954). 

19 This conclusion finds support in the dissenting opinion which said: ‘‘The method 
used was fundamentally unfair and wrong because the Board persisted in declining to re- 
duce the valuation of the oil payment when its value was necessarily and steadily decreas- 
ing as the amount of the balance due steadily decreased. It must be remembered that during 
these five years the production was very substantial and continuous, and that the balance 
due was during the entire period being reduced by the payments regularly made.’ Id. at 
222, 265 S.W.2d at 580. 

20 Appeal of Sears, Roebuck & Co., 74 Idaho 39, 256 P.2d 526 (1953). 
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take in judgment; the assessor’s method was ‘‘arbitrary and capri- 
cious’’ and was properly reduced by the trial court to the valuation 
sought by the taxpayer. 

Similarly, where the taxpayer had purchased property from the 
state at a tax sale for $50,000 and the state two years later assessed 
the property at $123,000, which was just short of the value assessed 
to the defaulting prior owner, the court found the assessment 
‘‘fraudulent.’’ 7* Because there was no basis for denying the value 
as fixed by the sale, by which the court held the state was bound, it 
found the assessment in ‘‘the eyes of the law ... at variance with 
undisputed facts’’ and hence ‘‘a fraud upon the rights of the tax- 
payer.’’ 


B. Sratres Apoptine A BRoaD VIEW OF THE SCOPE OF J UDICIAL REVIEW 


When one turns from the decisions of courts which espouse a nar- 
row view of the function of the courts in passing on property tax 
assessments to the cases in the jurisdictions granting broad judicial 
relief, the differences in results to taxpayers in overvaluation pro- 
ceedings are unmistakable. Thus, in a recent Nebraska case, the 
county assessor fixed the value of property at $14,390; the Board of 
County Commissioners confirmed. The trial court heard two expert 
witnesses for the taxpayer whose testimony, the court declared, re- 
butted the presumption of correctness of the assessor’s action, and 
the court, weighing the evidence, fixed the value at $12,500. The 
highest court of the state, examining the same record, further re- 
duced the assessor’s valuation to $10,800.?? Thus, as a practical mat- 
ter, once valuation testimony was adduced by the taxpayer, the trial 
court essentially took over the job of the assessor in determining the 
value of the property; and in turn the supreme court exercised a 
valuation function based on the record in the case. 

In Alabama a more or less similar approach is adopted. The stat- 
ute creates a prima facie presumption of the correctness of the as- 
sessor’s action and places the burden of proof on the complaining 
party ; however, the court is authorized ‘‘if it be of the opinion from 
all the evidence that the assessment made is too high or too low’’ to 
‘*fix the amount of such assessment.’’ ** As is true in many states— 
whether broad or narrow review is permitted—a trial de novo is had 


21 Helin v. Grosse Pointe Township, 329 Mich. 396, 45 N.W.2d 338 (1951). 
22 All the valuations used were reduced by 50 per cent, as required by the Nebraska 


statute. 
23 ALA. CopE tit. 51, § 140: The court is authorized to ‘‘ decide all questions both as to 
the legality of the assessment and the amount thereof.’’ 
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before the trial court. The way this practice operates in Alabama 
may be illustrated by a proceeding in which the taxpayer returned 
real property at $10,940, which the County Board of Equalization 
assessed at $26,200. At the trial the court, after hearing witnesses 
for both sides, found the evidence ‘‘confusing’’ and ‘‘contradic- 
tory.’’ To aid in finding a proper value, the trial judge went to the 
premises, inspected them, and came up with a valuation of $17,300— 
significantly perhaps as to the method used, about half way between 
the assessment and the taxpayer’s claims—which was approved on 
appeal.” 

In Iowa, where a comprehensive power of review is exercised by 
the courts, and indeed the courts have at times been regarded vir- 
tually as ‘‘assessing officers’’ and as ‘‘a part of the machinery pro- 
vided by the State to aid in properly adjusting the burdens of taxa- 
tion,’’ ?® one commentator, analyzing the decided cases up to 1940, 
found that of 28 valuation cases which reached the Iowa Supreme 
Court, the courts upheld the local board of review in only nine 
cases.”" While an examination of the cases decided since 1940 reflects 
a greater deference to the action of the administrative authorities in 
Towa than do many of the earlier decisions, the area of judicial 
intervention in overvaluation cases (although not in inequality 
cases) *8 appears to be very broad.”® 

24 Monroe Bond & Mortgage Co. v. State ex rel. Hybart, 254 Ala. 278, 48 So.2d 431 
(1950) ; Schleiff v. County of Freeborn, 231° Minn. 389, 43 N.W.2d 265 (1950); In re 
Robinson, 73 S.D. 580, 46 N.W.2d 908 (1951) ; Helin v. Grosse Pointe Township, note 21 
supra, and cases cited in notes 15-18 supra. 

25 Monroe Bond & Mortgage Co. v. State ex rel. Hybart, supra note 24. 

26 Davis v. The City of Clinton, 55 Iowa 549, 551, 8 N.W. 423, 424 (1881). 

27 Throckmorton, supra note 2, at 768. He declares: ‘‘It is quite clear, from even a 
eursory study of this subject, that the Iowa courts are not appreciably reluctant to disturb 
the findings of the assessment authorities. The presumption in favor of the assessment is 
always acknowledged, but it is not always accorded the same weight. The difficulty of ascer- 
taining property values is also observed, but frequently as something in the nature of an ex- 
cuse or apology for the court’s making an independent determination rather than as a justi- 
fication for its refusal to disturb the administrative finding. The very fact that judicial 
fallibility with respect to assessment appeals has been conceded by the recent re-hearing 
decisions in the Call and Flynn cases should make the courts less ready to overrule the find- 
ings of those required by law to determine taxable values. ’’ 

28 See discussion p. 340 infra, concerning Iowa inequality cases, 

29 Clark v. Lucas County Board of Review, 242 Iowa 80, 44 N.W.2d 748, 757 (1950) ; 
Deere Manufacturing Co. v. Zeiner, 247 Iowa 1364, 78 N.W.2d 527 (1956) ; Daniels v. Board 
of Review of Monona County, 243 Iowa 405, 52 N.W.2d 1 (1952); Appeal of Dubuque- 
Wisconsin Bridge Co., 237 Iowa 1314, 25 N.W.2d 327 (1946). Typical statements of the 
approach now used in the Iowa cases are as follows: ‘‘The burden on the complaining tax- 
payer is not met merely by showing a difference of opinion between his witnesses and the 
assessor, unless it is manifest that the assessment is grossly excessive and is a result of the 
exercise of the will and not of the judgment.’’ Daniels v. Board of Review of Monona 
County, supra at 419, 52 N.W.2d at 9. ‘‘ While we have not said that the complainant in a 
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The consequence of the exercise by the courts in Alabama, Iowa, 
New York, Pennsylvania, South Dakota, and other states, of broad 
jurisdiction in reviewing assessments is that in those states tax- 
payers can ordinarily obtain relief from overassessment where a 
reasonably strong case can be made out that overvaluation has oc- 
curred.* Moreover, the courts in those states are relieved of the 
necessity, in order to grant relief where they feel it is required, of 
attributing to assessors such mala fides as ‘‘arbitrary’’ or ‘‘ca- 
pricious’’ action or ‘‘intentional discrimination,’’ despite the fact 
that in the typical case the judges are fully aware of the fact that the 
assessor is doing his job, perhaps mistakenly and erring in judg- 
ment, but without corruption or malice. The strain on tax jurispru- 
dence of the fictional and self-contradictory concept of ‘‘construc- 
tive fraud’’—essentially the concept of ‘‘constrretive fraud’’ 
imputes fraud where the usual elements of fraud are absent **—is 


ease of this kind must show his right to relief by evidence that is clear, satisfactory and 
convincing, it is established that the courts will not lightly overturn the decision of the 
taxing bodies.’’ Haubrich v. Johnson, 242 Iowa 1236, 1247, 50 N.W.2d 19, 25 (1951). 

30 In addition to the cases discussed above, see New York: People ex rel. Parklin Operat- 
ing Corp. v. Miller, 287 N.Y. 126, 38 N.E.2d 465 (1941) ; People ex rel. Hotel Paramount 
Corporation v. Chambers, 298 N.Y. 372, 83 N.E.2d°839 (1949) ; Pennsylvania: Traylor v. 
City of Allentown, 378 Pa. 489, 106 A.2d 577 (1954) ; In re Harleigh Realty Co., 299 Pa. 
385, 149 Atl. 653 (1930) : In re Kemble’s Estate, 280 Pa. 441, 124 Atl. 694 (1924) ; South 
Dakota: In re Robinson, 73 S.D. 580, 46 N.W.2d 908 (1951) ; In re Jepsen’s Appeal, 80 
N.W.2d 76 (S8.D. 1956). 

It must be emphasized that the classifications of the states and the cases are rough and 
general and sometimes overlap. This may be illustrated by the Oregon cases. The statute 
of that state appears to vest the court with extensive reviewing authority, and in some 
cases the court appears to have approached the cases more or less ab initio. See State Tax 
Commission vy. Consumers’ Heating Co., 207 Ore. 93, 294 P.2d 887 (1956). In other eases, 
however, the court has taken a position giving considerably more credence to the role of 
the administrative officer’s assessment. Thus, in Knappton Towboat Co. v. Chambers, 202 
Ore. 618, 623-624, 276 P.2d 425, 427-428 (1954) (corrected opinion in 277 P.2d 763 (1954) 
involves a different issue), the court said: ‘‘ ‘To a large extent an assessment depends upon 
one’s judgment. If the method by which the assessor arrived at the value of the property 
was correct and the assessment was in good faith fairly made, we are not permitted, under 
the statute as we read it, to pit our judgment as to the value against that of the assessor, 
although other men of equal ability and fairness might differ in estimating the value of 
the property.’ ... Thus it is clear that a court, in order to set aside the figure of an assess- 
ment, must be able to say that an assessor or assessing body has arrived at a valuation 
which lies outside of and beyond an area where reasonable minds might differ as to the true 
cash value of the assessed property, or that the assessment was not fairly and in good faith 
made. ...’’ Compare also the Oklahoma cases. In re Assessment of Kansas City Southern 
Ry. Co., 168 Okla. 495, 33 P.2d 772 (1934) ; Appeal of National Bank of Tulsa, 312 P.2d 
495 (Okla. 1957). 

31 As stated in McCord v. Nashville, Chattanooga & St. L. Ry., note 15 supra, at 298-299, 
213 S.W.2d at 206: ‘‘Constructive fraud is an elusive creature of equity characterized by 
an absence of intent. ... ‘There must be something that amounts to an intention, or the 
equivalent of fraudulent purpose, to disregard the fundamental principle of uniformity.’ ’’ 
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eliminated in those states which are not required to stretch narrow 
doctrines of judicial review to embrace assessments which in justice 
ought to be modified. 

While this broad review of assessments tends to give taxpayers 
who bring court proceedings relief from the abuses of administra- 
tive action and to correct injustices which go uncorrected in the 
stricter review states, it brings in its wake its own set of difficulties. 
The courts are thereby performing a function in which they are 
generally not adequately trained ; judges are not experts in assessing 
property. Moreover, court proceedings, with lawyers’ and experts’ 
fees, filing fees, and records and briefs, are expensive and, as a prac- 
tical matter, ordinarily open only to large or affluent taxpayers. The 
consequence is that the larger taxpayer is given through court re- 
lief preferential advantage over the average taxpayer.* Further- 
more, as a matter of allocation of functions between the executive 
and the judiciary, the broad review procedure may be questioned 
as being an exercise of executive functions by the courts,* violating 
generally accepted principles of administrative law.** 

Last, but by no means least, many courts are hopelessly clogged 
with a large and continuing year-after-year volume of property tax 
cases. These proceedings, which are unduly time-consuming because 
of cumbersome court procedures, tend to contribute to the over-all 
delay in the hearing of other matters. Delayed justice seldom does 
full justice. As an indication of the volume of litigation that may en- 


82 * Primarily the problem of assessment review is the problem of the small property 
owner who has today no effective remedy for arbitrary ... overassessment.’’ Assessing and 
Taxation Needs in New York State, FINAL REPorT OF JOINT LEGISLATIVE COMMITTEES ON 
ASSESSING AND REvISING 103 (Leg. Doc. No. 69, 1943). In a news report of increased 
realty taxes in Nassau County, New York, a lawyer handling property tax assessment cases 
reported that during the last five years more than 200 cases handled by him in the courts 
have resulted in reduced assessment. At the same time, he emphasized the small propor- 
tion of taxpayers that avail themselves of such proceedings, by pointing out that according 
to the Chairman of the Nassau County Board of Assessors only 2,500 owners of real estate 
out of a total of more than 400,000 in the County filed complaints against the assessed 
valuation. See N. Y. Times, Oct. 26, 1958, Real Estate Sec. p. 1. 

33 In South Dakota the powers of the Circuit Court, which hears property tax cases, ‘‘ are 
the same as those possessed by the equalization board; that is, authority to determine anew 
the assessed valuation of the taxpayer’s property.’’ In re Robinson, 73 8.D. 580, 46 N.W.2d 
908, 909 (1951). 

34 That the courts in the broad review cases tend to supplant the administrative officers 
charged by statute with the duty of assessing properties is reflected by the experience of 
complaining taxpayers in New York City. In a study made by a New York State Legisla- 
tive Committee in 1943, referred to in note 32 supra, at 97, it was reported that taxpayers 
who brought their cases to trial ‘‘ won over 99 per cent of the certiorari cases in Manhattan 
and over 90 per cent of the total cases in New York City as a whole; the average reduction 
obtained by going to court rather than by settling out of court was nearly double that of 
settling out of court.’’ 
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sue in the courts of the states exercising broad reviewing powers, 
the New York City Tax Commission has reported that for the tax 
years 1953 through 1956 there was filed an average of about 10,000 
new property tax review proceedings per year.* 


C. States Apoprinc AN INTERMEDIATE VIEW OF THE SCOPE OF J UDICIAL 
REvVIEw 


In those states which tend to follow the intermediate view that 
only ‘‘errors of law’’ will be reviewed or that the action of the ad- 
ministrative body will not be set aside unless it is ‘‘unreasonable’’ 
or finds no substantial justification in the evidence, the overvalua- 
tion cases, as is to be expected, tend to fall in a middle ground be- 
tween the two more extreme approaches of the other courts. 

Thus, the Massachusetts courts have set aside decisions of the 
Appellate Tax Board where the Board relied on the valuation evi- 
dence of an expert witness whose testimony was based on hearsay.*® 
The same court has reviewed the nature of the evidence considered 
by the Appellate Tax Board and the standards of value employed; 
it has considered and approved, for example, the Board’s action in 
receiving, over the assessor’s objection, evidence of capitalization of 
earnings of a gas utility company in determining the fair cash value 
of its property.** 

In Ohio, although the court has expressed its ‘‘natural reluctance 
... [to] hold the decision of the Board of Tax Appeals unreasonable 
on an issue of fact,’’ it has declared that ‘‘to permit this reluctance 
to be an absolute bar, would take all force out of the laws giving prop- 
erty owners a right of review in this court upon tax appraisals by ad- 


35 See Annual Reports 1954-55 to 1957-58, N.Y.C. Tax Commission. Various expedients 
are available to ease the effects of the congestion. Thus, in the Supreme Court of New York 
County and Bronx County, the actual trials are conducted by official referees who report 
their findings to a Supreme Court Justice for action. In this way, the current lag between 
the filing of a petition and hearing of the case is only about three months. 

36 State Tax Commission v. Assessors of Springfield, 331 Mass. 677, 122 N.E.2d 372 
(1954). 

37 Boston Gas Co. v. Assessors of Boston, 334 Mass. 549, 137 N.E.2d 462 (1956) ; see also 
Assessors of Lawrence v. Arlington Mills, 320 Mass. 272, 69 N.E.2d 2 (1946). The Massa- 
chusetts statute was extensively revised in 1954 so as to substitute for the grant to the 
courts of jurisdiction to review actions of the Appellate Tax Board ‘‘as to matters of law’’ 
the more elaborate and more refined standards established in the cases of appeals from the 
action of administrative agencies generally, which include determinations that (a) violate 
constitutional rights; (b) exceed the statutory authority or jurisdiction of the agency; 
(c) are based on errors of law; (d) are made under procedures that are unlawful; (e) are 
unsupported by any substantial evidence; and (f) are arbitrary or capricious (see Mass. 
Ann. Laws ch. 58A, § 13 and ch. 30A, § 14). 
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ministrative boards.’’ ** And in the case in question, in view of the 
taxpayer’s unsuccessful efforts to sell his property, the deterioration 
of the area into a blighted district and sales of other properties, the 
court found the Board’s valuation unreasonable and set it aside. In 
other cases, it reversed the Board’s decision because of a rigid ad- 
herence to the Department of Taxation’s schedule of depreciation 
of machinery without its own appraisal of the circumstance of the 
case.*® And it set aside as unreasonable the action of the Board in 
valuing raw materials at cost when their market value was substan- 
tially lower than cost.*° 

But where no rule of law is violated and there is evidence to sup- 
port the judgment of the Board, neither the Ohio nor the Massachu- 
setts court will ‘‘substitute its own judgment for that’’ of the board 
but will sustain the assessment of the administrative review board.*! 


HiquaLiry AND UNIFORMITY IN ASSESSMENT 


Up to this point the role of the courts in dealing with overvalua- 
tion has been considered. Now the other major area of taxpayer 
grievance—inequality in assessment—will be discussed. The frame- 
work is the requirement of uniformity or equality in the taxing 
statutes and in most state constitutions. In this area, too, the court’s 
basic approach to the relations of the assessor and the judiciary can 
be decisive in determining whether relief will be granted. 


A. Dentat or Reuier 1n Inequatity Cases By Courts TAKING A Nar- 
Row View oF JUDICIAL Review 


A glaring example of the denial of relief in an inequality situation 
because of a rigidly restrictive approach to judicial review arose in 


38 Fiddler v. Board of Tax Appeals, 140 Ohio St. 34, 42 N.E.2d 151 (1942). See also Red 
Top Brewing Co. v. Bowers, 163 Ohio St. 18, 125 N.E.2d 188 (1955). 

39 W. L. Harper Co. v. Peck, 161 Ohio St. 300, 118 N.E.2d 643 (1954). 

40 Willard Storage Battery Co. v. Peck, 161 Ohio St. 197, 118 N.E.2d 514 (1954). 

41 See Clark v. Glander, 151 Ohio St. 229, 85 N.E.2d 291 (1949) ; Citizens Bldg. Co. of 
Cleveland v. Board of Revision of Cuyahoga County, 141 Ohio St. 47, 46 N.E.2d 413 (1943). 
In Minnesota, where there is a somewhat similar statute, the courts have adopted essentially 
the same type of approach as have the Massachusetts and Ohio courts. See Oliver Iron 
Mining Co. v. Commissioner of Taxation, 247 Minn. 6, 76 N.W.2d 107 (1956). The practice 
in Wisconsin appears to approximate the type of judicial review allowed in Massachusetts 
and Ohio. See State ex rel. Evansville Mercantile Association v. City of Evansville, 1 Wis.2d 
40, 82 N.W.2d 899 (1957) ; State ex rel. Dane County Title Co. v. Board of Review of the 
City of Madison, 2 Wis.2d 51, 85 N.W.2d 864 (1957) ; State ex rel. National Dairy Products 
Corp. v. Piasecki, 2 Wis.2d 421, 86 N.W.2d 402 (1957) ; State ex rel. Hein v. City of Barron, 
3 Wis.2d 127, 87 N.W.2d 785 (1958). 
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Illinois.” The taxpayer complained of inequality in village, park dis- 
trict, and school district taxes. He demonstrated unmistakably that 
his assessments and taxes were over three times as high as those of 
others with similar houses in the same districts. The disparity in 
assessment arose because the taxpayer’s house was located in Cook 
County and his neighbor’s in Lake County. The village and school 
and taxing districts embraced some properties in each county. Prop- 
erty in Lake County was assessed, according to the figures of the 
Department of Revenue, at 21 per cent of full value, but Cook County 
property was assessed at 75 per cent of full value. The local taxing 
districts did no assessing but imposed a tax on the basis of the county 
valuations. The court denied relief on the ground that no ‘‘fraud’’ 
or ‘‘constructive fraud’’ had been shown; both county assessors had 
done their jobs honestly. Such a decision emasculates the uniformity 
and equality requirements and gives judicial imprimatur to inequal- 
ity in taxation. 

A California court—which likewise takes a narrow view of the re- 
viewing role of the courts—rejected a claim by apartment house 
owners that they had been subjected to discriminatory assessments 
as compared with the owners of single-family dwellings.** The record 
disclosed that in 1946 the assessors had systematically increased the 
assessments of multiple dwellings by substantial amounts but had 
left private dwellings at 1945 rates. The court accepted the as- 
sessor’s explanation that sales prices of private dwellings which 
had increased in value did not reflect their true values but instead 
embodied a ‘‘bonus for occupancy’’ during the post-war housing 
shortage. In sustaining the assessment, the court repeated the for- 
mula that the assessors were ‘‘exercising judicial functions’’ and 
that their determination was not to be set aside ‘‘unless they have 
proceeded arbitrarily and in wilful disregard of the law ... or unless 
there be something equivalent to fraud in the action.’’ 





42 People ex rel. Schlaeger v. Allyn, 393 Ill. 154, 65 N.E.2d 392 (1946). But compare 
Mobile & Ohio Railroad Co. v. State Tax Commission, 374 Il. 75, 28 N.E.2d 100 (1940), 
in which the court affirmed a holding of the Cireuit Court which set aside the method of 
equalization employed by the State Tax Commission in determining assessments against 
railroads. This decision was based on specific equalization provisions affecting railroad 
properties scattered over taxing districts throughout the state. In part at least, as a result 
of the emphasis by the Illinois Supreme Court in the Mobile § Ohio Railroad case on the 
need for further legislative action, in 1945 the legislation was adopted, vesting broad equal- 
ization authority in the Department of Revenue. See Inu. Rev. Stat. ch. 120, §§ 627 et seq. 
(1957). This action has doubtless contributed substantially to the achievement of an in- 
creased uniformity in assessment of property throughout the state. See Weil, note 78 infra. 

43 McClelland v. Board of Supervisors, 30 Cal.2d 124, 180 P,2d 676 (1947). 
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B. Proor or INEQUALITY 


In a proceeding based on a claim of inequality, the taxpayer’s bur- 
den of proving inequality can often be an undertaking of consider- 
able magnitude and expense.** Inequality is not established merely 
by proving that one’s neighbor’s house or a few isolated houses are 
assessed at a lower value; their properties may not be typical or rep- 
resentative of assessment levels in the taxing district generally, 
which is the test of inequality.** Nor may a taxpayer, at least in some 
states, utilize state equalization ratios to show inequality, because 
the ratios are designed in many states to reflect inter-district in- 
equalities and not to achieve intra-district equality, and suffer other 
defects which make them unsuitable as an individual taxpayer equal- 
ization device.**® What then, is there left to the taxpayer who seeks 
to show the level at which comparable properties are assessed gen- 
erally in the taxing district? He may be able in a court proceeding or 
otherwise to obtain from the assessor or other official agencies their 
statements as to assessment percentages used. If not, unless the 
state has adopted a short-cut method of proving inequality,*” he may 
be faced with the necessity of offering proof of the value of a large 
number of other properties.*® 

If the taxpayer is prepared to present proof of the value of other 
properties in the taxing district and their lower percentage assess- 
ments, he may also be faced in some states with difficult and, at times, 


44 See the description of the problem as set forth in the dissenting opinions of Chief 
Justice Vanderbilt in the Baldwin and Switz cases, notes 73 and 75 infra. As one court has 
said consolingly in denying relief to a taxpayer: ‘‘The problem of determining relative 
values in a situation of this kind is one of the most difficult with which the courts have to 
contend.’’ Butler v. City of Des Moines, 219 Iowa 956, 258 N.W. 755, 758 (1935), as 
quoted in Corn Belt Theatre Corp. v. Board of Review, 234 Iowa 355, 12 N.W.2d 820 
(1944). See also Carbert, note 78 infra, and note 46 infra. 

45 See Wolf v. Assessors of the Town of Hanover, 308 N.Y. 416, 126 N.E.2d 537 (1955). 

46 People ex rel. Yaras v. Kinnaw, 303 N.Y. 224, 101 N.E.2d 474 (1951). See the discus- 
sions of the nature and limitation of equalization ratios in Township of North Bergen v. 
Venino, 45 N.J. Super. 143, 131 A.2d 792 (1957) ; Central Railroad Co. of N. J. v. Neeld, 
26 N.J. 172,139 A.2d 110 (1958) ; Neeld, Hqualization of Property Tax Assessments in New 
Jersey in PROCEEDINGS OF Nat’L Tax Ass’N, 49TH ANNUAL CONFERENCE 216 (1956); 
Luckett, Equalization of Property Assessments in Kentucky, id. at 232. 

47 See, for example, the New York procedure for designation by agreement or by the 
court of a small group of sample properties; the ratio of assessment to fair value of these 
properties is taken as the over-all average ratio for the taxing district. N. Y. Tax Law 
§ 293; see cases cited in notes 45 and 46 supra for a discussion of the provision. See Hill, 
Remedies Available to a Disproportionately Assessed Taxpayer in New York State, 5 Bur- 
FALO L. Rev. 145 (1955). 

48 People ex rel. Callahan v. Gulf, Mobile and Ohio Railroad Co., 8 Ill.2d 66, 1382 N.E.2d 
544 (1956). The court rejected proof of the over-all assessment ratio in the district. 
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insurmountable obstacles in finding comparable properties to be 
valued. Recent Iowa cases—and it is to be noted that in Iowa broader 
judicial review is generally permitted than in a good many states 
—demonstrate the obstacles to relief from inequality which such a 
rule produces. To make out a case of inequality, the taxpayer must 
show that his assessment is ‘‘inequitable as compared to the valua- 
tion of similar and comparable properties in the same district,’’ »° 
and if there be no such comparable property in the district, the tax- 
payer can obtain no relief.®' Consequently, at least partly on this 
score, a farm machinery company which owned and operated a small 
arms plant was denied relief from an asserted inequality in the val- 
uation of its machinery because ‘‘there is no property in Polk County 
or in Iowa similar or comparable to plaintiff’s.’’ * A taxpayer, com- 
plaining that his farm was assessed at a greater proportion of value 
than comparable farm property, was rebuffed because of lack of com- 
parability between low lands and high lands and the differences in 
their comparative rates of rainfall.5* These are doubtless relevant 
factors in differentiating property, but such nice delineations em- 
phasize the extremely difficult task imposed in some states on a tax- 
payer seeking to prove inequality in assessment and tend to con- 
tribute to the perpetuation of inequalities. 

Again, as in the case of overvaluation, many of the courts do not 
interpose such formidable obstacles to an attack on inequality in 
assessment. In an Idaho case 165 merchants of Kootenai County 
complained that their stocks of merchandise had been assessed at 
20 per cent of actual cash value, whereas other property in the 
county generally was assessed at ten per cent. The Board of Equali- 
zation having denied relief, appeal to the courts followed, where the 
county defended its position by urging burden of proof and the pre- 
sumption of correctness of the action of the Board of Equalization. 
The county also argued that in valuing merchandise at 20 per cent 
of cash value, it is to be presumed that the assessor considered the 
‘superior earning power’’ of merchandise as compared with other 
property. The court agreed that this consideration would be relevant 


49 See note 27 supra. 

50 Clark v. Lucas County Board of Review, 242 Iowa 80, 44 N.W.2d 748 (1950). For 
similar taxpayer difficulties with comparable problems in Illinois, see the studies by Cush- 
man and by Young, both note 2 supra. 

51 Deere Manufacturng Co. v. Zeiner, 247 Iowa 1364, 78 N.W.2d 527 (1956). 

52 Ibid. 

53 Daniels v. Board of Review of Monona County, 243 Iowa 405, 52 N.W.2d 1 (1952). 
For an excellent review of the Iowa cases, see Throckmorton, supra note 2. 
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if the assessor had considered the matter, but pointed out that there 
was no evidence that it had been done.™ It declared : ® 


... Without explanation the assessments were fixed at 20% of this value, 
while according to the testimony of those who qualified as experts other prop- 
erty was assessed at 10% of current market values. If this disparity is not 
reasonably justified, the constitutional requirement of uniformity has been 
violated. 


Likewise, a New Hampshire court was satisfied that inequality 
was established by proof that the taxpayer’s stock in trade was as- 
sessed at 100 per cent of value, whereas land in the city was assessed 
at 80 per cent, buildings at 65 per cent, and machinery at 60 per 
cent.*® 


C. Proor or Insury To TAXPAYER 


In a real sense the problem of uniformity and equality among tax- 
payers is the major problem in the ad valorem property tax field, 
for if all taxpayers properly within a particular classification are 
treated alike, it can be argued that none has a legitimate grievance. 
The courts have given credence to this principle by adopting the 
view that ‘‘uniformity and equality ...is...the just and ultimate 
purpose of the law.’’ 5’ Starting from this premise, some courts have 
taken the next step by ruling that so long as there is equality among 
taxpayers, no legal injury has been suffered by an individual tax- 
payer, even though the assessors have violated their duty to assess 


54 Anderson’s Red & White Store v. Kootenai County, 70 Idaho 260, 215 P.2d 815 (1950). 
It is worth noting that in overvaluation cases, the Idaho courts have repeated the narrow 
review doctrine in vogue in states such as Illinois and California. 

55 Id. at 818. The case was remanded to the trial court to determine whether there was 
systematic overvaluation and, if so, to reduce taxpayers’ assessments so as to achieve an 
equalization. 

56 Bemis Bros. Co. v. Claremont, 98 N.H. 446, 102 A.2d 512 (1954). See also Sears, Roe- 
buck & Co. v. State Tax Commission, 214 Md. 550, 136 A.2d 567 (1957). But compare 
Wadhams Co. v. State Tax Commission, 202 Ore. 132, 273 P.2d 440 (1954), in which it was 
held that under a statute authorizing judicial review to determine whether property is 
overvalued and whether the assessment is reasonably proportionate to the ‘‘ assessed valua- 
tion of similar property in the county,’’ the court had no jurisdiction to set aside an assess- 
ment of merchandise inventory valued at 60 per cent of its true cash value while the build- 
ings were valued at only 25 per cent of such valuation. The properties were found to be 
dissimilar. In effect, the Oregon statute was held to authorize a classified property tax which, 
of course, admits a varying fractional percentage of full value. The classified property tax 
is unauthorized and, indeed, prohibited in many states. See Hellerstein, STATE AND LOCAL 
TAXATION, CASES AND MATERIALS 654 et seq. (1952). 

57 In Cumberland Coal Co. v. Board of Revision of Tax Assessments, 284 U.S. 23, 29 
(1931), the Court declared: ‘‘... where it is impossible to secure both the standard of the 
true value, and the uniformity and equality required by law, the latter requirement is to be 
preferred as the just and ultimate purpose of the law.’’ 
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all property at full value.®* As a result of this doctrine, taxpayers in 
some states have been denied relief from overvaluation in the ab- 
sence of proof by them that taxpayers generally in the taxing dis- 
trict have not been similarly overassessed.®® And where taxpayers 
have complained in cases of inequality without overassessment, 
many courts have denied relief because the taxpayer had established 
no ‘‘legal injury’’ merely by showing inequality. He is required to 
show ‘‘substantial injury’’ by proof that he has borne more than his 
just share of the ‘‘tax burden.’’® This ‘‘inequity exists when the 
assessment placed on plaintiff’s property as a whole is dispropor- 
tionately higher in relation to its true value than is the case as to 
other property in general in the taxing district.’’ ™ 

Again and again taxpayers with grievances of unequal tax assess- 
ment, which at least from the opinions appear to be highly compel- 
ling, were denied relief in the courts because they could not show 
‘‘injury.’’ © To illustrate, a Texas court reviewed an assessment of 
producing oil wells assessed at one-third their value, when non-pro- 
ducing wells leased at $5 to $200 per acre were assessed at a flat 
basis of $1 per acre, cattle selling at $40 to $1,000 per head were 
assessed at $15 per head, and bank deposits were entirely omitted 
from assessment rolls. The court held the bank deposit omission to 
be error; but in so far as the facts as to oil properties and cattle 
were concerned, the taxpayer could get no relief without meeting the 
heavy burden of showing ‘‘substantial injury.’’ * 


58 Lindahl v. State, 244 Minn. 506, 70 N.W.2d 866 (1955) ; Whelan v. Texas, 155 Tex. 14, 
282 S.W.2d 378 (1955) ; Bemis Bros. Co. v. Claremont, note 56 supra. 

59 People ex rel. Ruchty v. Saad, 411 Ill. 390, 104 N.E.2d 273 (1952) ; see cases cited in 
notes 50-58 supra. In Wisconsin the statutory provision for judicial review of assessments 
contains the following provisions: ‘‘... no action shall be maintained under the provisions 
of this section unless it shall appear that the plaintiff has paid more than his equitable 
share of such taxes.’’ Wis. Stat. § 74.73(2) (1955). A taxpayer cannot recover by estab- 
lishing ‘‘mere overvaluation, without showing that the valuation imposed an inequitable 
burden upon the taxpayer, is not enough on which to base an action. .. .’’ Highlander Co. 
v. City of Dodgeville, 249 Wis. 502, 506, 25 N.W.2d 76, 78-79 (1946). He must show that 
‘*the assessment is so out of line with the valuation of other property in the same locality 
as to impose an inequitable burden upon the taxpayer.’’ Id. at 509, 25 N.W.2d at 80. 
Consequently, where the taxpayer alleged that the property had been purchased at a judi- 
cial sale for $19,500 on August 22, 1944, and that it was assessed for 1944 at $53,500 and 
for 1945 at $47,500, this was insufficient ‘‘to charge that the property was so assessed as to 
put an inequitable burden of taxation upon plaintiff.’’ Ibid. 

60 Whelan v. Texas, note 58 supra, and Bemis Bros. Co. v. Claremont, note 56 supra. 

61 See Bemis Bros. Co. v. Claremont, note 56 supra. 

62 Poland v. City of Pahokee, 157 Fla. 179, 25 So.2d 271 (1946) ; People ex rel. Callahan 
v. Gulf, Mobile and Ohio Railroad Co., 8 Ill.2d 66, 132 N.E.2d 544 (1956). 

63 Whelan v. Texas, note 58 supra. : 
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Some courts have rejected this doctrine,“ and others have ac- 
cepted short-cuts as proof of injury from inequality. In a New 
Hampshire case, a taxpayer’s stock in trade was assessed at 100 per 
cent of value, whereas land in the city was assessed at 80 per cent, 
buildings at 65 per cent, and machinery at 60 per cent. Over the city’s 
objection, the court accepted proof of a weighted average of all prop- 
erty in the city derived from the percentages applied by the assessor 
to various types of properties and granted a reduction to the tax- 
payer.” The court recognized that this method is not precise but 
apparently felt that it achieved rough justice. The difficulty of ascer- 
taining and proving these facts in many taxing jurisdictions would 
frequently make this short-cut method prohibitive as a practical 
matter. 


D. Remepirs Open To TaxPAyER CoMPLAINING OF INEQUALITY IN As- 
SESSMENT; F'uLL VaLUE ASSESSMENTS 


The notion that a taxpayer is not aggrieved so long as equality is 
achieved has led some courts down another road which has also 
served to obstruct judicial relief to taxpayers. These are the hold- 
ings that the taxpayer’s remedy is not to obtain a reduction of his 
own assessment but, instead, to take steps to obtain an increase in 
the assessments of all other taxpayers. 

In eases arising out of the depression of the 1930’s, this principle 
was used by some courts to deny taxpayers relief where assessment 
in excess of actual value was unmistakably clear. Thus, a Michigan 
court, in dismissing the complaint of a taxpayer seeking to set aside 
his 1931 assessment said,® 

... it is not shown that plaintiff has been injured in fact as all property has 
been overassessed upon the same basis. Consequently, the proportion of each 
parcel to the tax levy is the same as though proper assessment had been made. 
and relegated the taxpayer to a proceeding to obtain a reassessment 
of all property in the city. This may have been wise judicial states- 


64 Thus, in dealing with the problem the Pennsylvania Supreme Court has declared: 
‘* Appellant totally misconceives the meaning of uniformity. The term means that all prop- 
erty of the same nature must be taxed alike. According to the statute, the subject-matter of 
the tax is what the property would bring at a fair public sale (actual value). It is argued 
that the assessor, however, as to the property in question, took another and unjustified 
value. The requirement of uniformity, it is almost superfluous to point out, does not protect 
an invalid levy because it is universal. A tax must be uniform to be good. It is not good 
simply because it is uniform.’’ In re Harleigh Realty Co., 299 Pa. 385, 389, 149 Atl. 653, 
655 (1930) ; see also People ex rel. Amalgamated Properties, Inc. v. Sutton, 274 N.Y. 309, 
8 N.E.2d 871 (1937). 

65 Bemis Bros. Co. v. Claremont, note 56 supra. 

66 Sloman-Polk Co. v. City of Detroit, 261 Mich. 689, 247 N.W. 95, 96 (1933). 
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manship and a proper exercise of discretion by a court of equity in 
dealing with a severe depression, but the doctrine has been applied 
without reference to the exigencies of depression. 

The operation of this rule may be illustrated by the complaint of 
a group of railroads heard by the Tennessee courts in 1948, that the 
state constitutional uniformity and equality clause, as well as the 
taxing statutes, had been violated by a reassessment of railroad 
properties by the State Commission at 100 per cent of ‘‘ actual cash 
value,’’ whereas property of non-utilities assessed by county author- 
ities ranged from 40 per cent to 80 per cent of actual values, with an 
average of perhaps 60 per cent. The court denied relief, inter alia, 
on the ground that at least since 1898 a taxpayer whose property is 
not assessed in excess of its cash value but complains of inequality 
cannot obtain a reduction, but can only seek to have the Board of 
Equalization increase the assessments of other property owners.® 

This view virtually nullified inequality grievances and largely 
emasculated the uniformity and equality provisions of the state con- 
stitution. It is apparent that as a practical matter the remedy of 
seeking a revision of all properties in the taxing district is, at least 
to the typical taxpayer, no remedy at all. Only a large or wealthy 
property owner or a group of holders of valuable properties can 
undertake the expense of such a proceeding. Yet the courts of a num- 
ber of states have been satisfied to allow this condition to prevail. 

The Supreme Court of the United States, however, has held that 
this procedure constitutes a denial of an effective remedy and hence 
violates the Equal Protection of the Laws clause of the 14th Amend- 
ment. It was the Supreme Court’s decision in Doris Duke Crom- 
well’s case—a flagrant case of inequality without adequate remedy— 
that started the recent series of cases that are revolutionizing New 
Jersey assessments.”° The Supreme Court held that where discrimi- 
nation is shown and the state neither grants the taxpayer a reduction 
in his assessment nor provides machinery whereby the taxing au- 
thority must itself raise other taxpayers’ assessments, the impo- 
sition of the burden on the taxpayer to commence proceedings to 


67 McCord v. Southern Ry. Co., 187 Tenn. 247, 213 S.W.2d 184 (1948) ; McCord v. Nash- 
ville, Chattanooga & St. L. Ry., 187 Tenn. 277, 213 8S.W.2d 196 (1948) ; McCord v. Alabama 
Great Southern R. Co., 187 Tenn. 302, 213 S.W.2d 207 (1948). Compare People ez rel. Cal- 
lahan y. Gulf, Mobile and Ohio Railroad Co., note 62 supra; People ex rel. Ruchty v. Saad, 
411 Ill. 390, 104 N.E.2d 273 (1952). 

68 The court relied on the more than half century old case of Taylor v. Louisville & N. R. 
Co., 88 Fed. 350 (6th Cir. 1898). 

69 It is interesting to note that state court judges, operating under the broader uniformity 
and equality clause, found no constitutional defect in this procedure. 

70 Township of Hillsborough v. Cromwell, 326 U.S. 620 (1946). 
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equalize other assessments violates his constitutional right to equal- 
ity of treatment. It is paradoxical to note that this is not new law; 
the principle had been enunciated by the Supreme Court in the fa- 
mous Sioux City Bridge Company ™ ease as far back as 1923, but in 
the interim the doctrine has been widely ignored by state courts.” 

When a group of taxpayers in Essex County indignantly chal- 
lenged an upward reassessment of selected groups of properties 
while property in the county generally remained at the old level, 
the New Jersey Supreme Court four years ago in the Baldwin Con- 
struction Company ™ case repudiated the pre-existing New Jersey 
law and held that in view of constitutional requirements the tax- 
payers were entitled to a reduction of their assessments to the basis 
used generally. But the most far-reaching aspect of the case was the 
taxpayers’ contention that because the assessments were admittedly 
not made, as required by the statute, at full value but instead at 
varying percentages, they were a nullity and should be set aside—a 
position approved in the dissenting opinion of Chief Justice Vander- 
bilt and concurred in by Justice Brennan (who is now a Justice of the 
United States Supreme Court). 

Taking the hint thrown out in the Baldwin case that mandamus 
was the proper procedure to force full value assessments, a group of 
taxpayers brought a proceeding against the township assessors of 
the Township of Middleton seeking an order directing them to assess 
all property at its full value. In one of the most momentous decisions 
in the property tax field in modern times, last year a majority of the 
New Jersey Supreme Court, writing a virtual treatise on both the 
law of mandamus and the evils of departing from the statutory man- 
date that properties be assessed at full value, held that the manda- 
mus order should issue.” The court, however, granted two years for 


71 Sioux City Bridge Co. v. Dakota County, 260 U.S. 441 (1923). 

72 The rule enunciated in Royal Mfg. Co. v. Board of Equalization of Taxes, 76 N.J.L. 
402, 70 Atl. 978 (1908) aff’d, 78 N.J.L. 337, 74 Atl. 525 (1909), continued unaffected by 
the Sioux City Bridge case until the recent development discussed in the text. 

78 Baldwin Construction Co. v. Essex County Board of Taxation, 16 N.J. 329, 108 A.2d 
598 (1954). In Rogan v. County Commissioners of Calvert County, 194 Md. 299, 71 A.2d 
47 (1950), the court sustained the validity of a statute authorizing the reassessment of one- 
fifth of the property in each county in a year, with the result that over a five-year period 
all properties in the district would be reassessed. The case traces the history of Maryland’s 
efforts over a 35-year period to achieve full value assessments through centralized control 
in the State Tax Commission. 

74 See dissenting opinion in Baldwin Construction Co. v. Essex County Board of Taxa- 
tion, note 73 supra. 

75 Switz v. Township of Middletown, 23 N.J. 580, 130 A.2d 15 (1957) ; see Lasser, Assess- 
ment of Real Property in New Jersey: An Appraisal of the Baldwin Case, 9 Rutgers L. 
Rev. 497 (1955). 
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compliance, to enable the legislature to act, in order to avoid chaos in 
the New Jersey property tax system. Here is a highly persuasive 
and clear-cut judicial challenge to the deeply rooted practice of ig- 
noring statutory provisions calling for full value assessments.” 

This appears to be an entirely salutary development and one which 
should be welcomed by every student of the field. Many of the prob- 
lems of ad valorem taxation have for decades had their roots in the 
failure of assessors and review and equalization boards to follow 
the statutory or constitutional mandate to assess properties at full 
values.” 

Unless there is either full valuation or an explicit statutory man- 
date for a stated percentage of valuation, such as Iowa’s 60 per cent, 


76 Curiously, however, three years later the Connecticut Supreme Court, faced with a 
somewhat similar problem, denied relief to a taxpayer which complained of inequality be- 
cause personalty, of which it had large holdings, was assessed at 90 per cent of true value, 
whereas realty in the same town was assessed at only 50 per cent of such value. The E. 
Ingraham Co. v. Town and City of Bristol, 144 Conn. 374, 132 A.2d 563 (1957). The 
court traced the history of assessments in the state and concluded unequivocally that the 
long established use of fractional value assessments violated the statute. In considering 
the relief to which the taxpayer was entitled, it discussed the 1891 decision in Randell v. 
City of Bridgeport, 63 Conn. 321, 323, 28 Atl. 523 (1893), in which the same problem was 
presented. There the court cogently put the dilemma as follows: ‘‘... There are two ways 
in which a taxpayer may be wronged in levying taxes. An assessment may conform to the 
statute generally, and the individual may be assessed in excess of the statutory requirement. 
A wrong of that description is easily redressed. But when the town disregards the statute, 
and establishes a rule of its own, assessing the property at one-half of its actual value, and 
then assesses an individual at the full value of the property, while the injury is the same, 
the application of the remedy becomes more complicated. Practically, the only way to 
redress the wrong is to reduce the assessment, and that makes the court seem to disregard 
the statute; while, if the wrong is not redressed, there is a denial of justice, and the court 
practically ignores the statute giving an aggrieved party an appeal, and practically ignores 
the statute which provides that ‘said court shall have power to grant such relief as shall to 
justice and equity appertain.’ ... Thus we are in a dilemma. If we choose one horn of it, 
a public statute is violated,—not so much by the court as by the town,—but by an apparent 
approval of the court as to one individual; and that by an express command of another 
statute, and by dictates of justice. If we take the other horn, the court itself violates a 
remedial statute, and becomes in a measure a party to the wrongdoing. Under the cireum- 
stances, we do not hesitate to choose the former, and to redress the wrong.’’ This was 
quoted in The E. Ingraham Co. ease, supra at 567. There the court overruled the Randell 
decision because it could not bring itself to sanction an illegal fractional assessment. It is 
a remarkable commentary on the case that neither the Township of Hillsborough case nor 
the Baldwin Construction Co. case was cited by the court. The legislature, however, appar- 
ently cognizant of the developments in New Jersey, promptly took remedial action by 
enacting a statutory provision validating all prior fractional assessments and determining 
that in any judicial appeal ‘‘the court shall multiply the then true and actual value as 
determined by said court ... by any percentage or fraction used by the municipality in 
determining whether or not relief should be granted in such appeal.’’ Conn. PuBLIC AcT 
No. 673, § 1 (1957). 

77 BONRIGHT, THE VALUATION OF PROPERTY 497-498 (1937) ; and see cases cited in notes 
73 and 75 supra. 
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or Nebraska’s 50 per cent, and these standards are followed by the 
assessors, no real assurance of fairness of treatment among tax- 
payers can be furnished. The actions of the assessors where full 
value assessments (or reduced statutory percentages) are not used 
is beclouded in mystery and uncertainty. The taxpayer does not 
know the standards which have been used or which he must consider 
in order to evaluate his own assessment. The problems of establish- 
ing the actual percentages used have proved overwhelming. Only 
through publicly established standards can inequalities and impro- 
prieties in assessment be kept at a minimum, and incompetence, 
favoritism, and corruption be at least subject to exposure to the 
public. Such standards would greatly simplify the role of the courts, 
as well as of taxpayers and their counsel, in reviewing the action of 
assessors and would eliminate a considerable source of taxpayer 
dissatisfaction with the vaguenesses, uncertainties, and mysteries of 
property tax assessments. Moreover, from the assessor’s point of 
view, a fixed, established standard of assessment should simplify and 
standardize his own work.” 

One may expect the type of eruption in the courts, which has 
shaken the entire New Jersey property tax system and has induced 
a level of legislative and judicial activity which augurs well for long 
overdue tax reform, to spread to other states. The New Jersey cases 
may thus be the precursors of significant reform in this field. 


An EvALvuaTION OF THE PRoPER ROLE oF THE CouRTS 
in Property Tax AssESSMENTS 


This review of the disposition of property tax grievances by 
the courts in various states, acting under conflicting juridical ap- 
proaches and statutory provisions, has indicated wide disparities 
as to the role of the courts in reviewing the action of assessing 


78 The efforts to achieve full value assessment and the problems presented have been 
extensively discussed at earlier National Tax Association Conferences. See Carbert, Full- 
Value Assessment Versus Fractional-Value Assessment in PROCEEDINGS OF NaT’L Tax 
Ass’N, 46TH ANNUAL CONFERENCE 164 (1953) ; Shannon, Recent Statewide Programs to 
Improve Local Assessments in PROCEEDINGS OF NaT’L Tax ASS’N, 44TH ANNUAL CONFER- 
ENCE 161 (1951). The Full-Valuation Act adopted in Illinois in 1945 has been the subject 
of extended study. See Weil, Property Tax Equalization in Illinois, 6 Nat’, Tax J. 157 
(1953). As Carbert points out in the paper referred to above, a statutory provision for full 
value assessment or fractional value assessment will by no means prevent assessors from 
ignoring the statutory standard. Assessors can quite as readily ignore this statutory man- 
date as existing law. The heart of the problem gets down to the character of the assessing 
officials and the nature of the supervision exercised by state equalization boards. Neverthe- 
less, as is indicated, it is believed that recent legislative and judicial steps emphasizing the 
importance of adhering to the statutory standards have had a salutary effect. 
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officials or review boards. In this highly sensitive and controversial 
area of administrative law, there are fervent advocates of the view 
that the action of the administrative body to which functions have 
been delegated by the legislature should be subject only to the nar- 
rowest type of review and that the courts should not interfere with 
the actions of the administrative officer unless there has been impro- 
priety in procedure or violation of substantive rules of law. Others, 
with equal conviction, argue that the protection of the individual in 
his dealings with government requires full-fledged review by the 
courts, trials de novo, and the setting aside of determinations that 
are not reasonably supported by the evidence. Between these two 
poles are varying shades of opinion, including the school that favors 
judicial intervention only for errors of procedure or law or the lack 
of substantial evidence to support the determination. 

The proper relationship between the courts, assessing officials, 
and review boards cannot be charted in vacuo. The nature and scope 
of judicial review, it is submitted, must depend on the character of 
the review provided in the administrative process. If the taxpayer is 
given a fair hearing to review the action of the assessor before a 
competent, impartial, and independent review board, where he is 
given adequate opportunity to present his evidence and make his 
arguments, then it is hard to see why the courts should do more than 
consider what are typically regarded as problems of law, errors of 
method, and impropriety in procedure. On the other hand, if the re- 
view offered in the administrative proceeding is a perfunctory, rub- 
ber-stamp type of hearing, conducted by the taxing agency itself, 
or by other departments or persons in the executive branch of gov- 
ernment with responsibilities for budgets or tax collections, or other 
persons who because of the nature of their duties are likely to tend 
to favor the administration, then there is considerable justification 
for a broad scope of judicial review. 

In most states the administrative machinery does not meet accept- 
able standards of independence and impartiality. Typically, the ac- 
tion of the local assessors is subject to review by county boards of 
review made up of officials who are responsible for local budgets, or 
state tax commissions which function in the collection of taxes or the 
meeting of budgets, or appeal boards which consist of representa- 
tives of various executive departments. These boards are by their 
very nature partisan and cannot provide fair and impartial review. 
A recent survey of state administrative tax review procedures 


79 FEDERATION OF TAX ADMINISTRATORS, STATE ADMINISTRATIVE TAX REVIEW: ORGAN: 
IZATION AND PRACTICES, RESEARCH REP. No. 44 (May, 1958). 
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discloses that while there are 11 states that have set up boards of tax 
appeal which formally operate independently of the state revenue 
department, in three of these states, Michigan, North Carolina, and 
Pennsylvania, the members of the tax appeal board consist of the 
attorney general, the state treasurer or auditor, the secretary of 
revenue, or persons holding similar office. It appears that there are 
only four states and the District of Columbia in which there are ad- 
ministrative review boards dealing substantially with property tax 
assessments that meet the elementary requirements of independence 
and impartiality—Massachusetts, New Jersey, Ohio, and the most 
recent addition, Kansas.*° The published reports of the operation of 
these tax boards of appeal indicate that they have contributed sig- 
nificantly to providing adequate and independent administrative re- 
view of action of the assessors.*? 

Given such a tax appeal board, it would appear that the role of the 
courts should be limited, as is the case in Massachusetts and Ohio, 
to testing out the validity of assessing methods and procedures and 


80 Ibid. 

81 For a study of the Massachusetts Appellate Tax Board, see Dane, Are State Tax Courts 
Necessary? The Massachusetts Experience, address before National Association of Tax Ad- 
ministrators, Coronado, Cal., June 11, 1958. Mr. Dane reports: ‘‘ Despite some dissatisfac- 
tion on the part of officials of some municipalities whose assessments have been reduced 
upon litigation, it can be categorically stated without fear of contradiction that the Appel- 
late Tax Board has served and continues to serve a highly useful purpose in the economy of 
the Commonwealth. Congestion of crowded court dockets by a flood of real estate tax abate- 
ment cases has been eliminated and the decision of tax controversies has been centralized in 
a single, tax-sophisticated body. Its existence has proved to be a definite economic asset to 
the Commonwealth. Businessmen have been found to be more willing to commence new or 
enlarge existing activities in Massachusetts when it has been pointed out to them that effec- 
tive safeguards exist against arbitrary actions of taxing officials.’’ 

The study by the FEDERATION OF TAX ADMINISTRATORS, op. cit. supra note 79, at 11-12, 
and 14, discloses salutary results as to the relationships of the number of appeals filed with 
tax appeal boards and the courts: ‘‘ Among the agencies which have jurisdiction over prop- 
erty assessments, the Massachusetts Appellate Tax Board in fiscal 1957 had filed with it 
6,328 appeals against local assessors involving both formal and informal procedures and 53 
appeals against the state tax commission. The Ohio Board of Tax Appeals, in calendar 1956, 
had approximately 3,480 appeals filed with it, including 125 appeals from the state tax com- 
missioner’s assessments. The workload in New Jersey in 1956 totaled about 2,000 appeals, 
of which 1,857 were from county tax boards and most of the others from equalization rul- 
ings. ... During fiscal 1957, when the Massachusetts Appellate Tax Board disposed of 4,339 
appeals, of which 60 were appeals against the state tax commission, only seven decisions of 
the board were appealed to the supreme judicial court. Six appeals were decided by the 
court during the year, in four of which the board was sustained and in two, it was reversed. 
Tn calendar 1956, when almost 3,500 appeals were made to the Ohio Board of Tax Appeals 
(including property tax appeals), 30 decisions of the board were appealed to the state su- 
preme court.’’ 

It is illuminating to contrast these results with the plethora of court proceedings in states 
such as New York. See note 35 supra. 
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to considering whether there is reasonable evidence to support the 
assessment. In such circumstances, there should not be trials or hear- 
ings de novo before the courts, for the entire record should be made 
before the tax appeal board and should be heard on appeal by a state 
appellate court on the record made before the board. And no appeal 
to the courts should be authorized, at least in the absence of extraor- 
dinary circumstances, until the administrative remedy before the 
tax appeal board has been exhausted.*? Such a procedure seems to 
be most appropriate to provide adequately for the interests of tax- 
payers as well as the state, while at the same time establishing an 
appropriate allocation of functions as between the administrative 
agency and the courts. In recent years increased interest in the es- 
tablishment of adequate tax review boards has been shown by the 
American Bar Association and the National Conference of Commis- 
sioners on Uniform State Laws. This has resulted in the preparation 
of a Model State Tax Court Act, which moves in the direction here 
suggested.*®* It goes without saying that such institutional changes— 
setting up the forms of independence and impartiality—cannot of 
themselves ameliorate the difficulties; the key to the operation of 
boards of tax appeal will, in the final analysis, depend on the calibre, 
integrity, and independence of the personnel of the boards. 

Given, however, the type of administrative review which exists in 
most states, in which there is either essentially a rubber-stamp ap- 
proval by appeal boards of the action of assessors (except where 
there are obvious or extreme errors), or in which impartiality and 
independence of the executive arm are lacking, the courts should, 
and many courts will, find ways of granting broad relief to tax- 
payers. The solution to the problem of judicial review of property 
tax assessments requires a solution to the problem of administrative 
review. 

Finally, it should be observed that the establishment of an inde- 
pendent state board of tax appeals and the realignment of the inter- 
relations of the assessor and the courts will not meet the needs of the 
average small taxpayer who feels aggrieved by his assessment. 
He shies away from a formal proceeding before boards of tax ap- 
peal or the courts because of the need and expense of hiring a lawyer 
and his general distaste for the formalities and delays of such pro- 
ceedings. In some respects, the single most important problem in the 


82 For studies of the problem of exhaustion of administrative remedies, see Stason, Tim- 
ing of Judicial Redress from Erroneous Administrative Action, 25 MINN. L. Rev. 560 
(1941) ; Comment, Exhaustion of Administrative Remedies, 39 CoRNELL L.Q. 273 (1954). 

83 See The Model Tax Court Act discussed by Morgan in PROCEEDINGS oF NaT’L Tax 
Ass’Nn, 50TH ANNUAL CONFERENCE 93 (1957). 
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entire property tax system, in terms of equality among taxpayers 
and the dissatisfaction of the citizenry with the tax system, is that 
of providing an informal, inexpensive, and impartial forum where 
the ordinary citizen can have his day in court without lawyers, de- 
lay, or the paraphernalia of a judicial proceeding.** 

For that reason, a program for the establishment of adequate tax 
appeal machinery should include the institution of a small claims 
branch of the appeal board, which would be fashioned to meet the 
needs of the smaller taxpayer. Lawyers and formal records and ap- 
peals to the courts would thus be dispensed with. Some states have 
already developed procedures along these lines,®* and we can learn 
from the broad experience these states and localities have had with 
their general small claims courts. A fair hearing before an impartial 
reviewer is indispensable if the citizenry are to feel, whether they 
agree or disagree with the decision, that they have had a fair hearing 
and that the property tax system, too, effectively operates as gov- 
ernment by law and not merely by the caprice or favoritism of the 
local assessor. 


84 See note 32 supra. 

85 See provision in ALA. CopE tit. 51, § 110(1) (1940), as amended, for ‘‘ Expeditious 
and Economical Tax Appeals’’; Mass. Strat. ch. 321a, § 2 (1933); Mass. ANN. LAws ch. 
58A, § 7A (1953). 
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Federal Income Tax Aspects of Oil and 
Gas Ventures—A Summary 
for the Investor 


(First Installment) 


ALEXANDER JAY BRUEN 


+ are many things to be considered in connection with invest- 
ing in an oil and gas venture.’ The basic considerations are, of 
course, economic—the likelihood of finding oil or gas ; the nature and 
extent of geological information on the prospective area ; the amount 
of proven reserves, if any ; the estimated costs of exploration and ex- 
ploitation ; the accessibility to markets for oil and gas; the time and 
additional investment it will require, if the venture is successful, to 
realize its full potentials. Other considerations include the matter of 
management, the experience, and capabilities of the persons who 
will be in charge of operations; the time and attention that may be 
required of the investor himself; the adequacy of the proposed fi- 
nancing; the reliability and compatibility of other participants in 
the venture ; the risks of personal liability in tort or contract arising 
from ownership of property or conduct of operations; the effect of 
local laws on property rights, such as community property, dower, 
curtesy, and inheritance; and the possibilities for liquidating or 
otherwise realizing on the investor’s interests upon his death or at 


ALEXANDER JAY BRUEN (B.A. 1932, Yale University; M.A. (economics) 1934, Columbia 
University ; LL.B. 1940, New York Law School) is a member of the New York Bar and an 
associate of Sullivan & Cromwell, New York City, New York. 

The author wishes to acknowledge his gratitude to Mr. Norris Darrell of the New York 
Bar, with whom he is associated in the practice of law, for his encouragement in the prep- 
aration of this article and for his helpful advice and suggestions. 

1 The terms ‘‘investing’’ and ‘‘oil and gas venture’’ are used in this article in their 
broadest senses. The term ‘‘investing’’ is used to mean the furnishing of capital for an eco- 
nomic undertaking with a view to profit regardless of the degree of risk. The term ‘‘ oil and 
gas venture’’ is used to include not only situations where oil and gas properties are ac- 
quired, but also situations where capital is ventured in search of oil and gas properties, 
whether or not the search results in any acquisition. The term ‘‘oil and gas property’’ also 
is used in a broad sense, including mineral fee, leasehold, royalty interests, net profits in- 
terest, production payments, etc., and also operating rights granted by contract and special 
rights, such as exploration and exploitation permits or concessions granted by certain 
foreign governments which, strictly speaking, may not constitute ‘‘property’’ or be capa- 
ble of ownership in the legal sense. 
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such other time as it might be desired, including difficulties of finding 
a market for such asset without sacrifice of fair value. In addition, 
there are the tax aspects. 

To the investor who is a citizen or resident of the United States it 
is of major significance in appraising any investment opportunity to 
know how it may affect his federal income tax. This is especially so 
in the case of natural resources, which are affected by a number of 
special provisions of the Internal Revenue Code?” and in respect of 
which a number of special rules and concepts have evolved. But there 
are also other taxes which should not be overlooked. The jurisdiction 
where the oil or gas property is located or where any activities of the 
venture are carried on, be it a state within the United States or a 
foreign country or subdivision thereof, may impose its own income 
tax or tax on the privilege of doing business. Almost certainly there 
will be local ad valorem property taxes, except, perhaps, in certain 
foreign countries where oil and gas rights are a matter of Govern- 
ment permit. Generally, the extraction of oil or gas from the ground 
will incur local production or severance taxes. Upon the death of the 
investor there will be the question of estate or inheritance taxes or 
succession duties by the various governments having jurisdiction 
over the transfer of the investor’s property to his heirs. These are 
but some examples of the many different taxes that may be involved. 
And there is also the question of credits or deductions which one 
jurisdiction in the computation of its imposts may allow for the im- 
posts of other jurisdictions to mitigate some of the effects of double 
taxation, whether dictated by policy or by treaty. 

This article is not intended to cover the broad field of all taxation 
bearing upon oil and gas ventures. Its objective is confined to out- 
lining the principal federal income tax aspects on which the investor 
or prospective investor in oil and gas properties should be informed. 
In general, it is concerned with (a) the extent to which an investor’s 
expenditures in an oil or gas venture are currently deductible in com- 
puting his taxable income under the Code; (b) how he will be taxed 
on any production that may be obtained; and (c) what will be the tax 
treatment if he disposes of his investment at a gain or loss. 


I. Iyrrra CrrcuMSTANTIAL Factors 


A. Form of Organization. Depending somewhat on the nature of 
the particular venture—whether it involves the active exploration, 


2 References herein are to the Internal Revenue Code of 1954, and references to the Regu- 
lations are to the Regulations issued thereunder, unless otherwise indicated. 
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development or operation of properties, or the mere holding of roy- 
alties or like non-operating interests—there are many different 
forms of organizations through which an investment in oil or gas 
properties may be made. These include a corporation, trust, general 
partnership, limited partnership, or joint venture of one sort or an- 
other, usually involving co-ownership of property and operation by 
an agent. The form of organization affects not only the rights and lia- 
bilities of the investor but also his tax position. 

1. Corporation. The non-tax distinctive features of a corporation 
for investing in oil and gas ventures include greater protection than 
is afforded by most other forms of organization against personal lia- 
bility for injuries or damage to third parties or their property or to 
employees and against indebtedness or other contract obligations 
that may be incurred for the account of the venture ; * certain degree 
of insulation against the investor’s being regarded as personally en- 
gaged in business or as owning property in the jurisdictions where 
the venture is located ; * centralized management in a representative 
body, free from interruption by death or transfer of interests by the 
ultimate owners; and facility in the transfer of ownership of the in- 
vestor’s interest in the venture. 

With respect to federal income tax, the consequences of investing 
in an oil and gas venture organized as a corporation may vary de- 
pending upon whether the corporation is treated as an ordinary cor- 
poration, a ‘‘collapsible corporation,’’ a ‘‘small business corpora- 
tion’’ or as a so-called ‘‘cost company.”’ 

a. Ordinary corporation. Ordinarily, if an oil and gas venture is 
organized as a corporation, the investor would get no deductions, as 
the capital he furnishes is expended or partially lost. If the entire 
venture proves a failure so that his shares or other securities in 
the corporation become worthless, he would then be entitled to a 
capital loss, long-term or short-term, depending on the holding pe- 

3 A corporation does not necessarily afford complete protection to its shareholders or in- 
vestors against personal liability. In some jurisdictions, the shareholders of a corporation 
may be personally liable for certain obligations of the corporation, such as unpaid wages to 
employees. For example, see N. Y. Stock CoRPORATION Law § 71. 

4 The fact that a corporation engages in business or owns property in a particular state 
should not cause its shareholders to be regarded as personally engaging in business or own- 
ing property in such state. This may have significance with request to local income and 
estate taxes, although it does not always prevent the local jurisdiction from claiming that 
some portion of the dividend income or of the property of the shareholder is subject to local 
taxation. In this connection, it may be noted, for example, that the place of incorporation 
governs the situs of shares of stock for Canadian succession duties under the treaty between 
the United States and Canada. 
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riod.® If part of his investment is made by way of a loan not repre- 
sented by an instrument with interest coupons or in registered 
form, the worthlessness of such loan might be treated as a non- 
business bad debt entitling the investor to a short-term capital 
loss, regardless of holding period, or, possibly, under special cir- 
cumstances, as a business bad debt, entitling him to an ordinary 
deduction.® 

If the investor sells or exchanges his shares or other securities 
at a loss, again he would be entitled only to a capital loss, long- 
term or short-term, depending on the holding period.’ 

As profits are realized by the corporation, they would be taxed to 
the corporation ; but the investor should not be taxed on such profits 
until they are distributed as dividends or on the resulting apprecia- 
tion in value of his investment until he sells or exchanges his shares 
or other securities ; * and so long as the corporation needs additional 
funds to finance development of its properties, it should be able to 
accumulate its earnings without penalty.® 

Distributions made by the corporation out of earnings and paid 
as dividends would, of course, be taxed as ordinary income to the in- 


5 LR.C. § 165(g). Of course, if the investor were regarded as a dealer in the securities, 
e.g., if he held them for sale to customers in the ordinary course of his trade or business, his 
loss would be an ordinary loss. 

6 I.R.C. § 166. Where the investor is both a shareholder and a creditor, it may be ques- 
tioned whether the portion of his investment, designated as a loan would for tax purposes be 
recognized as such or treated as part of the equity. Only if it is recognized as a real indebt- 
edness would its worthlessness be treated as a bad debt. Only if the loan was created or ac- 
quired in connection with the investor’s trade or business, or if the loss from worthlessness 
was incurred in his trade or business could the worthlessness be treated as a business bad 
debt. For example, if the investor could establish that he was in the practice of making such 
loans, he might be entitled to an ordinary loss deduction upon the loan becoming worthless 
or partially worthless. 

7 This again assumes that the investor would not be holding the shares or other securities 
for sale to customers in the ordinary course of his trade or business. 

8 This assumes that the corporation is not a sham or mere agent or nominee of the in- 
vestor and that it is not classed as a foreign personal holding company under section 552 
or as a ‘‘small business corporation’’ pursuant to election under section 1372. 

9 If the venture does not involve the development and operation of properties, any sub- 
stantial accumulation of earnings, other than net long-term capital gains, would probably 
incur penalty taxes (I.R.C. §§ 531 et seq., relating to improper accumulation of surplus, or 
I.R.C. §§ 541 et seq., relating to personal holding companies) ; or in such case, if the corpo- 
ration is incorporated in a foreign country, undistributed earnings, including net long-term 
capital gains, might without distribution be taxed as ordinary income to the United States 
shareholders under sections 551 et seq., relating to foreign personal holding companies. For 
example, such provisions might apply where an oil or gas venture consisting merely in hold- 
ing royalty interests is conducted in corporate form. In such ease, if business expenses do 
not equal 15 per cent or more of the corporation’s gross income and if the stock is closely 
held, the personal holding company or foreign personal holding company provisions might 
apply rather than the accumulated earnings tax. 
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vestor, and for this purpose earnings of the corporation would be 
determined without taking into account as a deduction the excess of 
percentage depletion over cost depletion.” 

As to gains which the investor might realize upon sale or exchange 
of his shares in the corporation or upon liquidation of the corpora- 
tion, they should ordinarily be accorded capital gain treatment un- 
less the ‘‘collapsible corporation’’ provisions of section 341 of the 
Code apply, in which case part or all of such gain might be taxed to 
the investor as ordinary income rather than as capital gain. 

b. Collapsible corporation. Section 341(b) defines a ‘‘collapsible 
corporation’’ as one ‘‘formed or availed of principally for the man- 
ufacture, construction or production of property’’ or for the pur- 
chase of certain classes of property (called section 341 assets) with 
a view to the sale or exchange of the stock by its shareholders or dis- 
tribution of the property to its shareholders before realization by the 
corporation of a substantial part of the taxable income to be de- 
rived from such property. Section 341(a) provides that gain from 
the sale or exchange of stock of a ‘‘collapsible corporation’’ or on 
partial or complete liquidation of such a corporation shall be taxed 
as ordinary income. 

The Internal Revenue Service has ruled that the development of 
an oil and gas property will be regarded as ‘‘construction or pro- 
duction of property’’ within the meaning of the ‘‘collapsible corpo- 
ration’”’ provisions."! Also, oil and gas properties may, depending 
upon the particular circumstances, qualify as ‘‘ property used in the 
trade or business’’ under section 1231(b) ; and property so qualify- 
ing, if held for less than three years, would come within the defi- 
nition of ‘‘section 341 assets.’’ }* Consequently, there would appear 
to be a real risk that a corporation used to conduct an oil and gas 
venture may, depending upon the circumstances, be classed as a 
‘‘eollapsible corporation.’’ This risk, however, should be greatly re- 
duced by an amendment made to section 341 by the Technical Amend- 
ments Act of 1958."* 

The language of the 1958 amendment to section 341, which is set 
forth in section 341(e), is highly technical and intricate. In general, 
however, it appears designed to provide that a corporation shall not 
be considered ‘‘collapsible’’ with respect to any sale or exchange of 


10 Reg. Sec. 1.316-2(e) (1955). 

11 Rev. Rul. 57-346, 1957-2 Cum. BuLL. 236. 

12 T.R.C. § 341(b) (3) (D). 

18 Technical Amendments Act of 1958, Sec. 20, adding new subsection (e) to section 341, 
effective with respect to taxable years beginning after December 31, 1957, as to sales, ex- 
changes, and distributions after September 2, 1958. 
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its stock, or liquidation of the corporation, or distribution in com- 
plete liquidation if, at the time of such event, the net unrealized ap- 
preciation of corporate assets representing potential ordinary in- 
come does not exceed 15 per cent of the corporation’s net worth 
measured by comparing the fair market of its assets with its liabil- 
ities. 

In addition to the exceptions from ‘‘collapsible corporation”’ 
treatment introduced by the Technical Amendments Act of 1958, 
there are certain other exceptions, which are set forth in section 
341(d). Subsection (d) provides that the sanctions imposed by sec- 
tion 341(a) shall not apply (1) where the shareholder never owned 
(or was considered as owning) more than five per cent in value of 
the outstanding stock,* (2) where less than 70 per cent of the gain 
is attributable to the property in question, and (3) where the reali- 
zation of the gain occurs after the expiration of three years follow- 
ing completion of development of the property. As to the last of 
these exceptions, it would appear that at the earliest the three-year 
period would not commence to run until all drilling activity has 
ceased. 

As to other possible avenues of escape, the relief ordinarily af- 
forded in liquidations under the special circumstances described 
in sections 333 and 337 of the Code would be unavailable in situations 
of this kind. Section 333, which might ordinarily be of help where a 
corporation’s assets consist principally of appreciated properties 
(other than securities) and there are relatively little accumulated 
earnings, expressly excludes from its benefits ‘‘a collapsible corpo- 
ration to which section 341(a) applies.’’ * Section 337, which is de- 
signed to prevent double taxation of gain where a corporation’s 
assets are sold within 12 months after adoption of a plan of liquida- 
tion, whether the sale is made by the corporation or by the share- 
holders, is expressly inapplicable to any sale or exchange made by 
‘*a collapsible corporation (as defined in section 341(b) ).’’ 1° It has, 
however, been ruled that if a corporation classed as ‘‘collapsible’’ 
were first to sell all its properties and then distribute the proceeds 
in complete liquidation, any gain to the shareholders should be ac- 


14 For this purpose, the personal holding company attribution rules under section 544 
would be applied with certain modifications, including the addition of attributed ownership 
through spouses of brothers and sisters and lineal descendants. 

15 I.R.C. § 333(a). But for this provision, the shareholders, by consenting to treat the 
accumulated earnings as a taxable dividend, might obtain a distribution in kind of the ap- 
preciated properties without further tax, except to the extent that the value of any securi- 
ties or money so distributed may exceed the accumulated earnings. 

16 T.R.C. § 337(¢) (1) (A). 
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corded capital gain treatment because the corporation would then 
have realized all of the taxable income from the properties.” But 
that would mean double taxation of the gain first to the corporation 
and again to the shareholders; for section 337 still would not apply. 

Possibly, the problems posed by having a corporation classed as 
‘‘collapsible’’ might, in particular circumstances, be solved by merg- 
ing the corporation in a tax-free transaction into a larger corpora- 
tion conducting an indefinitely continuing business."* Another solu- 
tion, again depending upon the particular circumstances, might be 
to dispose of the stock by gift to some charitable organization. 

As yet, there has been little actual experience with section 341 
as applied to corporations engaged in oil or gas ventures, and there- 
fore it is too early to judge to what extent the ‘‘collapsible corpora- 
tion’’ provisions may in fact be applied in such cases; * but it would 
seem that the 1958 amendment to section 341 should prospectively 
remove much of the danger in the situations here contemplated. 

It seems not unlikely that there will be further legislation on this 
subject of ‘‘collapsible corporations’’; *° and it is to be hoped that 
some of the uncertainties which still exist may be removed and some 
of the more complicated provisions simplified. 

c. Small business corporation. A domestic corporation having only 
one class of stock and not more than ten shareholders, all of whom 
are individuals (or estates) and are either citizens or residents of 
the United States, may elect to be treated as a ‘‘small business cor- 
poration’’ under Subchapter S (sections 1371 through 1377) of 
Chapter 1 of the Code,” provided that the corporation is not a mem- 
ber of an affiliated group eligible to file a consolidated return. In 
general, the effect of such election is to eliminate tax at the corporate 
level and to have the taxable income of the corporation, whether or 
not distributed, taxed pro rata to its shareholders or, if the corpora- 
tion has a net operating loss for the taxable year, to permit the share- 
holders to deduct in their own returns their pro rata shares in such 
loss. 


17 Rey. Rul. 58-241, 1958-1 Cum. Buu. 179. 

18 Dale, The Application of Section 341 ‘‘Collapsible Corporations’’ to Disposition of 
Oil and Gas Interests in SOUTHWESTERN LEGAL FOUNDATION SEVENTH ANNUAL INSTITUTE 
ON OIL AND GAS LAW AND TAXATION 611, 617 (1956). 

19 Prior to the enactment of the 1954 Code, the provisions with respect to ‘‘ collapsible 
corporations’’ in the 1939 Code, as amended, were not nearly so broadly phrased, and there 
was no reason to suggest that they could apply to development of oil and gas properties. 

20 Revised Report of Advisory Group on Subchapter C of the Internal Revenue Code of 
1954 to the Subcommittee on Internal Revenue Taxation, Dec. 11, 1958. 

21 This subchapter was added by section 64 of the Technical Amendments Act of 1958, 
effective with respect to taxable years beginning after December 31, 1957. 
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The election to have a corporation treated as a small business cor- 
poration for a particular taxable year must be made by the corpora- 
tion, with the consent of all of its shareholders, during the first month 
of such taxable year or the last month of the preceding taxable year. 
Once a corporation has elected small business corporation status, 
the special treatment applies to the taxable year and all subsequent 
years until the status is prospectively revoked by the corporation 
with unanimous consent of its shareholders or until it is automati- 
cally terminated as of the beginning of any taxable year in which 
occurs any of the following events: (1) a new person’s becoming a 
shareholder without consenting to the election, or (2) the corpora- 
tion’s deriving more than 80 per cent of its gross receipts for the 
taxable year from sources outside the United States, or (3) the cor- 
poration’s deriving more than 20 per cent of its gross receipts for 
the taxable year from royalties, rents, dividends, interest, annuities, 
or gains from the sale or exchange of stock or securities. 

For any taxable year, while the small business corporation status 
is effective, the corporation remains an accounting entity, although 
no tax is incurred at the corporate level. Its taxable income is deter- 
mined without regard to any dividends received deduction or other 
special corporation deductions (except amortization of organization 
expense) and without regard to any carry-over or carry-back of any 
net operating loss from prior or subsequent years. 

There are special rules governing the taxation to the shareholders 
of dividend distributions and their pro rata shares in any undistrib- 
uted taxable income of the corporation and special rules governing 
the extent to which the shareholders may avail themselves of losses 
sustained by the corporation. The principal rules are: ~s 

(a) To the extent that the taxable income of the corporation con- 
sists of net long-term capital gains in excess of net short-term cap- 
ital losses, such amount retains its character as long-term capital 
gain when taxed to the shareholder. 

(b) No part of the dividends actually paid or of the undistributed 
income taxed to the shareholder qualifies for the four per cent divi- 
dends received credit under section 34 of the Code. 

(c) The shareholder’s cost basis for his stock is increased by the 
amount of undistributed income taxed to him. 

(d) Such taxed undistributed income may subsequently be dis- 
tributed to the shareholder as a return of capital, reducing his cost 
basis for his stock, but if it is distributed to a new shareholder, such 
as an assignee, it may be taxed to such new shareholder as a dividend. 
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(e) If the corporation has a net capital loss, it may not be availed 
of by the shareholders. 

(f£) The only loss of the corporation deductible by the shareholders 
is a current net operating loss. 

(g) The shareholder’s cost basis for stock is reduced, but not be- 
low zero, by his pro rata share of any such net operating loss. 

(h) The deduction which a shareholder may take for his pro rata 
share of such net operating loss of the corporation is limited to his 
adjusted cost basis for his stock plus his adjusted cost basis for any 
indebtedness of the corporation held by him. 

From the standpoint of choosing a form of organization for con- 
ducting an oil and gas venture, a corporation which can qualify as a 
‘*small business corporation’’ certainly merits consideration. It 
should offer some of the non-tax advantages of corporate organiza- 
tion without some of the tax disadvantages. From the tax standpoint, 
however, it still falls short of other forms of organization, such as a 
partnership or co-ownership joint venture, discussed later. Its prin- 
cipal shortcomings include: 

(i) The excess of percentage depletion allowances over cost de- 
pletion allowances would apparently still constitute corporate earn- 
ings which, if and when distributed to the shareholders, would be 
taxable as dividends.” 

(ii) In any taxable year, when the corporation has both an excess 
of ordinary deductions over ordinary income and net long-term cap- 
ital gains, the latter must be used to reduce the corporation’s ordi- 
nary net loss before it is passed on to the shareholders. 

(iii) If the corporation undertakes an extensive drilling program 
financed largely with money borrowed from third parties, the corpo- 
ration’s net operating loss for particular years may exceed the 
shareholders’ adjusted cost basis for their stock and their own ad- 
vances to the corporation, and because of the loss limitation they 
could then be denied deductions for a substantial portion of such 
losses. 

d. ‘Cost company.’’ Sometimes a corporation is used to hold and 
operate a mineral property supplying its shareholders with all min- 
erals produced at cost. In such case the corporation is commonly re- 
ferred to as a ‘‘cost company.”’ 

The Service has issued a ruling referred to as the ‘‘ Captive Mine’”’ 
ruling, dealing with cost companies in the case of hard minerals.” 
Provided that certain specified conditions are met, the ruling holds 


22 See note 10 supra. 
23 Rev. Rul. 56-542, 1956-2 Cum. Bu... 327. 
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that the shareholders are to be regarded as ‘‘ participants’’ in a joint 
venture; that the cost company should file a return showing no in- 
come and no deductions for its own account, but showing by way of 
information gross income and deductions allocable to the partici- 
pants; that all income, less exclusions, from operations of the cost 
company should be included pro rata by the participants in their own 
returns, who should deduct or include in the cost of goods sold, as 
the case may be, all operating costs, including interest charges, de- 
preciation, depletion and amortization of emergency facilities; and 
that the participants should be allowed deductions for percentage 
depletion. 

Summarized, the conditions specified as prerequisite to such tax 
treatment appear to be that the contributed capital (amount paid 
in for stock) of the cost company be nominal in relation to the work- 
ing capital required for the mining operation and that there be a 
contractual arrangement between and among the participants (the 
shareholders) and the cost company, whereby (1) the participants, 
and they alone, each have the right to take their individual share of 
the ore produced (or the proceeds from the severance and sale 
thereof), (2) the participants have the ultimate power to manage 
the mine, (3) the participants bear all expenditures in proportion to 
their stockholdings, (4) the cost company accounts for all funds 
furnished it (including funds paid in for stock), uses the same only 
for the purpose of carrying out ‘the agreement and has no obliga- 
tion to repay the same except to the extent not so used, and (5) the 
participants have no source other than their respective shares of ore 
produced (or the proceeds therefrom) from which they may recoup 
their capital investment or advances of money for development and 
operation of the mine. 

The theory of this ruling appears to be that the cost company 
functions merely as an agent of shareholders, holding and operating 
the mineral property for them as participants in a co-ownership type 
of joint venture.** 

It would seem that given the same conditions, the same principles 
should apply were a cost company used to hold and operate an oil 
and gas property ; but, as there is little authority on this subject be- 
sides the ‘‘Captive Mine”’ ruling, caution is indicated. 

2. Trust. Another form of organization through which investment 
in oil and gas properties might be made is a trust. There are various 
types of trusts, the more common being the so-called ‘‘ Massachu- 
setts business trust’’ and the ordinary personal trust or so-called 


24 See discussion pp. 368-373 infra. 





\w GW 


— 











1959] FEDERAL INCOME TAX ASPECTS OF OIL AND GAS VENTURES 363 


‘‘spendthrift trust.’’ The trust form of organization, like the corpo- 
ration form, should afford the investor substantial protection 
against personal liability and against personal exposure to juris- 
dictions in which the oil and gas properties are located. Also, it pro- 
vides centralized management, and unless the trust is recoverable at 
will or on short notice, it promises continuity of management at least 
for a period of time, which may, of course, be measured by individ- 
uals’ lives. And if the trust is of the ‘‘business’’ type rather the 
‘‘spendthrift’’ type, it may facilitate the transferability of bene- 
ficiary interests. 

While the federal income tax law has special provisions fixing the 
tax status of trusts, it has its own definitions of forms of organiza- 
tion and its own standards of classification.” The fact that under 
local law and for ordinary legal purposes a trust is created and the 
trustee acquires oil and gas properties and holds and operates them 
for the benefit of others does not necessarily mean that such organ- 
ization will be regarded as a trust for tax purposes. An organization 
having sufficient characteristics resembling a corporation will be 
regarded as an ‘‘association’’ and will be both taxable as a corpora- 
tion and treated as a corporate entity.”® On the other hand, an organ- 
ization having sufficient characteristics of what the Regulations re- 
fer to as an ‘ordinary trust’’ will be so classed for tax purposes and 
governed by the provisions of the Code relating to estates and trusts 
set forth in sections 641 et seq. 7" 

There are no precise rules for determining when a trust will, for 
federal income tax purposes, be treated as an ‘‘association”’ in the 
corporate category and when it will be treated as an ordinary trust. 
Certain guiding principles are, however, to be found in pronounce- 


25 Reg. 118, Sec. 39.3791-1, relating to definitions under the 1939 Code, stated: ‘‘ For the 
purposes of taxation the Internal Revenue Code makes its own classification and prescribes 
its own standard of classification. Local law is of no importance in this connection. ...’’ 

26 I.R.C. § 7701(a) (3) provides: ‘‘The term ‘corporation’ includes associations, joint- 
stock companies, and insurance companies.’’ Regulations under this section have not yet 
been issued, but under the corresponding provision of the 1939 Code Reg. 118, Sec. 
39.3739-1, provided: ‘‘ The term ‘corporation’ is not limited to the artificial entity usually 
known as a corporation, but includes also an association, a trust classed as an association 
because of its nature and activities, ... and certain kinds of partnerships. ’’ 

27 In the Code itself there is no definition of an ordinary trust. While as yet no Regula- 
tions have been issued under the 1954 Code defining trusts, Reg. 118, Sec. 39.3797-3, issued 
under the 1939 Code, provided: ‘‘The term ‘trust’ as used in the Internal Revenue Code, 
refers to an ordinary trust, namely, one created by will or declaration of the trustees or the 
grantor, the trustees of which take title to the property for the purpose of protecting or con- 
serving it as customarily required under the ordinary rules applied in chancery and probate 
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ments on this subject by the United States Supreme Court.”* From 
these principles it would seem that where a trust form of organiza- 
tion is used to conduct an oil and gas venture involving activities 
that would be regarded as a business undertaking, such as the de- 
velopment or operation of properties and sale of oil or gas produced, 
the trust would be classed as an association in the corporate cate- 
gory. Likewise, it would seem that a trust would be so classed if 
its activities should consist in trading in oil and gas interests. But a 
trust used merely to hold non-operating oil and gas interests, such as 
royalty interests, for the purpose of collecting and distributing the 
income, without any power in the trustee to reinvest proceeds of any 
sales of the interests, should be classified as an ordinary trust tax- 
able under sections 641 et seq. of the Code.*® Also, a trust the prin- 
cipal purpose of which is to liquidate an investment in oil and gas 
properties should be treated as an ordinary trust.*° 

The principal advantages of ordinary trust classification for an 
oil and gas venture over corporate classification are avoidance of 
double taxation of income * passing on to the investor the benefit of 
percentage depletion allowances,” treatment of items of currently 
distributed income as having the same character in the hands of the 


28 In Morrissey, et al. Trustees v. Comm’r, 296 U.S. 344 (1936), the Court held that a 
trust created and maintained ‘‘as a medium for the carrying on of a business enterprise 
and sharing its gains’’ should be classed as an ‘‘association’’ included in the corporate 
category. The resemblances to corporate organization noted by the Court were the entering 
into a joint enterprise for the transaction of business combined with certain other salient 
features, namely, an entity holding title to property, a centralized management in a person 
or group acting in a representative capacity secure from termination by the death of own- 
ers of beneficial interests, facility for the transfer of beneficial interests without affecting 
the continuity of the enterprise, and limitation of the personal liability of participants. The 
particular facts of the Morrissey case included the introduction of a large number of par- 
ticipants and provision for the issue of transferable certificates of interest. It was indicated, 
however, in companion cases decided at the same time that these latter facts were not con- 
trolling points. Swanson, et al. Trustees v. Comm’r, 296 U.S. 362 (1935); Helvering v. 
Combs, et al. Trustees, 296 U.S. 365 (1935) ; and Helvering v. Coleman-Gilbert Associates, 
296 U.S. 369 (1935). 

29 Hecht v. Malley, 265 U.S. 144, 161 (1924) ; Mac Rae Land Trust, 1 T.C. 899 (1943) ; 
Royalty Participation Trust, 20 T.C. 466 (1953) ; cf. St. Louis Oil Royalty Trust, 5 T.C. 
179 (1945). 

80 Lewis & Co. v. Comm’r, 301 U.S. 385 (1937) ; White v. Hornblower, 27 F.2d 777 (1st 
Cir. 1928) ; Blair v. Wilson Syndicate Trust, 39 F.2d 43 (5th Cir. 1930) ; Comm’r v. Ather- 
ton, 50 F.2d 740 (9th Cir. 1931) ; Comm’r v. Morriss Realty Co., 68 F.2d 648 (7th Cir. 
1934) ; Comm’r v. Gibbs-Preyer Trusts, 117 F.2d 619 (6th Cir. 1941) ; Comm’r v. North 
American Bond Trust, 122 F.2d 545 (2d Cir. 1941) ; Wilson Syndicate Trust, 1 TCM 377 
(1943). 

81 Although the trust is a taxable entity, it is allowed deductions for income currently 
distributed, which is then taxed to the beneficiaries. I.R.C. §§ 651, 652, 661, and 662. 

82 T,R.C. § 611(b) (3). 
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beneficiaries as in the hands of the trustee,** and incidentally elimi- 
nation of the risk that the ‘‘collapsible corporation’’ provisions of 
section 341 of the Code might be applied to transform capital gain 
into ordinary income upon a liquidation of the venture or a sale by 
the investor of his interest therein. Also, if a trust is classed as an 
ordinary trust and the investor’s interest therein becomes worth- 
less, it would seem that he should be entitled to an ordinary loss de- 
duction. 

But as to affording the investor current deductions against his in- 
come from other sources as the capital he furnishes is expended or 
partially lost, classification of a trust as an ordinary trust is no 
better than classification as an ‘‘association’’ in the corporate cate- 
gory. In either case, the trust would be the taxable entity making the 
expenditures or incurring the losses; any current deductions would 
be its deductions and could not be availed of by the grantors or bene- 
ficiaries. 

It is possible, however, that for tax purposes a trust may in some 
circumstances be disregarded, for example, where the trust is revo- 
cable at will. In such case, all expenditures and receipts should be 
attributed directly to the grantors, and they should then be entitled 
to any current deductions and be taxable upon any income whether 
or not distributed. 

3. General partnership. Unless the investor is going to take an 
active part in the management of the oil and gas venture and has 
such confidence in each of the other participants that he is willing to 
empower each to make commitments for which all will be personally 
liable, a general partnership is not a desirable form of organization 
for investing in oil and gas ventures. 

For federal income tax purposes, however, investment through 
an organization classified as a ‘‘partnership’’ has certain features 
which may be advantageous to the investor. Under the Code a part- 
nership, although treated as an entity for accounting and certain 
other limited purposes, is not a taxable entity.* Not only is there no 


33 T.R.C. §§ 652(b) and 662(b). 

34 Investment in a trust which in turn invests in oil and gas interests should be regarded 
as a transaction entered into for profit, so that any resulting loss to the investor should 
come within section 165(c) (2). So long as the trust is classified as an ordinary trust and 
not as an association, the investor’s interest in the trust should not be regarded as a ‘‘se- 
curity’’ under section 165(g), and therefore a loss upon such trust interest becoming 
worthless should be an ordinary loss. Of course, if the investor sustains a loss upon sale 
or exchange of his trust interest, which presumably would be a capital asset in his hands, 
the loss should be a capital loss, long-term or short-term, depending upon the holding period. 

85 T.R.C. §§ 701 et seg. An exception to this rule would be a case-where an election is or has 
been made under section 1361 to have a particular partnership treated as a corporation. 
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double taxation of income, but the conduit theory is applied with re- 
spect to items of deduction and loss, as well as income and gains. 
Therefore, where an oil and gas venture is conducted as a partner- 
ship, each member is in much the same position for tax purposes, as 
if he had invested directly in the oil and gas properties. 

A general partnership, however, is not the only form of organiza- 
tion to which these tax features apply. The Code’s definition of 
‘¢‘nartnership’’ makes no distinction between a general and limited 
partnership, and it expressly includes ‘‘a syndicate, group, pool, 
joint venture, or other unincorporated organization through or by 
means of which any business, financial operation, or venture is car- 
ried on, and which is not, within the meaning of this title, a corpora- 
tion or a trust or estate.’’ ** 

4, Limited partnership. Where an investor desires limited liability 
but would like to enjoy the tax position of a member of a partner- 
ship, he may sometimes attain these objectives by becoming a limited 
partner in a limited partnership, provided he is willing to leave the 
management to other participants. This is not always as sure a way 
of avoiding or minimizing personal liability as becoming a share- 
holder in a corporation, because the concept that certain members of 
a partnership may have their liability for acts or commitments of the 
partnership limited to their capital contributions is dependent upon 
strict compliance with local statutory law,** and it is doubtful 
whether the statutes of one state providing for the formation of lim- 
ited partnerships have extra-territorial application.” 


36 The federal income tax aspects of direct investment in oil and gas ventures will be 
dealt with in subsequent parts of this article. 

37 I.LR.C. §§ 761(a) and 7701(a) (2). In the statutory definition of the term ‘‘ partner- 
ship,’’ no express mention is made of either a general or limited partnership. It has, how- 
ever, been construed to apply to both, subject to the qualification that the particular general 
or limited partnership does not have sufficient characteristics resembling a corporation to 
make it an association within the corporate classification. 

38 40 Am. Jur. Partnership § 505 (1942) ; 67 A.L.R. 1096. 

89 There is surprisingly little authority for this question of the status in one state of a 
partnership which has qualified as a limited partnership under the laws of another state or 
country. If the local statutes providing for the formation of limited partnerships merely 
modify the common law rule that all members of a partnership are fully liable for its debts, 
it would seem that the limited liability conferred by a particular state can have no effect be- 
yond its own borders. If, on the other hand, the effect of the local statute is to create an 
artificial entity which, like a corporation, is distinct from its members, or if its effect is to 
limit the authority of the general partners to act as agents for the limited or special part- 
ners, as has been suggested in RESTATEMENT, CoNFLICT ofr Laws § 343, comment ¢ (1934), 
it might be argued that the liability of particular members should be governed by the laws 
of the state under which the limited partnership is formed or where the agreement of part- 
nership is made. The latter theory would, however, be put to a severe test were a limited 
partnership to be formed under the laws of a state, or the partnership agreement made in a 
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Thus, compliance with local statutory law of each state or other 
jurisdiction where the partnership does any business or holds any 
property would appear advisable, if not essential, tc attain limited 
liability for special partners, and this would include the filing of a 
certificate of limited partnership in each such state or jurisdiction. 
Furthermore, in most states the limited liability status of a partic- 
ular partner, although initially established, may be lost if he partici- 
pates in management or if he withdraws any of his capital contribu- 
tion except as permitted by the statute. 

For federal income tax purposes a limited partnership is not nec- 
essarily classed as a ‘‘partnership’’ but may in certain circum- 
stances be classed as an ‘‘association’’ taxable as a corporation. The 
Regulations * state: 

A limited partnership is classified for the purpose of the Internal Revenue 
Code as an ordinary partnership, or, on the other hand, as an association tax- 
able as a corporation, depending upon its character in certain material re- 
spects. If the organization is not interrupted by the death of a general partner 
or by a change in the ownership of his participating interest, and if the man- 
agement of its affairs is centralized in one or more persons acting in a repre- 
sentative capacity, it is taxable as a corporation. For want of these essential 
characteristics, a limited partnership is to be considered as an ordinary part- 
nership notwithstanding other characteristics conferred upon it by local law. 


Although the points emphasized in the Regulations are not neces- 
sarily controlling,*® it would in general seem advisable, at least 
where a limited partnership is used for conducting oil and gas ven- 
tures, (a) that the general partner or partners have a substantial 
interest in the profits and, where practicable, also in the capital, and 
(b) that the partnership be terminable by the death or withdrawal of, 
or transfer of interest by, any general partner. If these conditions 
are observed, a limited partnership should ordinarily be classified 
as a ‘‘partnership’’ for federal income tax purposes. 


state, where the partnership does little or no business. Of course, even under the former 
theory, one state might voluntarily, by statute or otherwise, choose to recognize within its 
borders a privilege of limited liability conferred by a sister state upon particular persons 
in particular circumstances. But as yet there is no express provision for this in the UNI- 
FORM LIMITED PARTNERSHIP AcT and apparently none in any state enactments. 

40 For example, UNIrorM LIMITED PARTNERSHIP AcT §§ 7, 16; Wyo. Comp. Stat. ANN. 
§§ 61-716 (1945). 

41 Reg. 118, Sec. 3797-5. At the time of this writing, new Regulations under section 7701 
were not yet issued. 

42 In Glensder Textile Co., 46 B.T.A. 176 (1942), a limited partnership which was not 
terminable by death of a general partner was nevertheless classified as a partnership and 
not an association, where in the light of all the facts it was found to have greater resem- 
blance to an ordinary partnership than to a corporation. 
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5. Joint venture. Perhaps the most common way of investing in 
oil and gas ventures is for a number of investors to enter into a joint 
agreement for acquiring oil and gas properties as tenants in common 
and for exploring, developing, and operating such properties for 
their respective accounts. Such arrangements vary widely in form. 
Sometimes they are covered by one agreement, sometimes by a suc- 
cession of agreements. It is not uncommon to have an initial agree- 
ment with respect to looking for, acquiring, and testing properties, 
and a separate agreement, usually called a ‘‘joint operating agree- 
ment,’’ for the development and operation of such properties as are 
acquired and show favorable prospects. While opinion may differ 
as to the appropriateness of referring to such arrangements as joint 
ventures, they are commonly so referred to.** 

Under most arrangements of this kind, the several participants 
in the venture appoint a common agent, who may be either one of the 
participants or a third party, to act for them. The duties and author- 
ity of the agent vary according to the particular venture. With re- 
gard to the acquisition of properties, he may act merely as a finder, 
bringing prospective properties to the attention of the participants 
for their unanimous approval, or he may have discretion, subject 
merely to limitations as to the amount of expenditures and commit- 
ments, to acquire for the account of the participants such properties 
as he deems desirable. With regard to exploration, the agent usually 
arranges for the performance of geological and geophysical work 
and for the drilling of test wells. Again, his discretionary authority 
to make commitments in this respect may be wide or narrow. When 
oil or gas has been found in a particular area where the participants 


43 The term ‘‘ joint venture’’ will be used in this article to refer to arrangements whereby 
investors jointly venture capital pursuant to agreements with one another that do not con- 
stitute partnerships, trusts, or corporations. Though the term ‘‘ joint venture’’ has been in 
frequent use, it has seldom, if ever, been precisely defined by the courts. Balestrieri & Co. 
v. Comm’r, 177 F.2d 867 (9th Cir. 1949) ; Beck v. Cagle, 115 P.2d 613 (1941). It has been 
suggested that the concept involves an agreement, joint interest, sharing of profits and 
losses, mutual control, fiduciary relationship among the parties, and right to an accounting. 
Rae v. Cameron, 112 Mont. 159, 114 P.2d 1060 (1941) ; Taubman, What Constitutes a Joint 
Venture, 41 CorNELL L.Q. 640, 643 (1941). It has also been suggested that a joint venture 
resembles a partnership and is governed by the same rules, except that it is usually limited 
to a single transaction or purpose. Taylor v. Brindley, 164 F.2d 235 (10th Cir. 1947) ; 
Thompson v. Reed, 61 8S.W.2d 557, 558 (Tex. Civ. App. 1933) ; Thompson v. Duncan, 44 
8.W.2d 904, 907 (Tex. Civ. App. 1932). Also, emphasis has been placed on joint control 
as an essential element of a joint venture. Balestrieri & Co. v. Comm’r, 177 F.2d 867 (9th 
Cir. 1949) ; Howard v. Societa Di Unione e Beneficenza Italiana, 145 P.2d 694 (1944). In 
this article, however, the term ‘‘ joint venture’’ is used in a broader sense in that it includes 
an arrangement for the joint venturing of capital even though the objective stops short of 
the joint realization of profit and even though joint control may be lacking. 
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have acquired operating rights and a separate joint operating 
agreement is entered into, the common agent is customarily referred 
to as the ‘‘operator.’’ 

Under a typical joint operating agreement the function of the 
operator is to arrange for the drilling of such wells as may be re- 
quired to develop the full potential of the property and to supervise 
the operation of the wells, subject, of course, to such conservation 
regulations as may be imposed by the state or other governmental 
authorities. His authority to make expenditures or commitments 
for the accounts of the several participants is usually limited to 
specific programs or proposals which they have from time to time 
approved. As to the marketing of production, there is generally re- 
served to each participant the right to receive in kind and to market 
for himself his share of the oil and/or gas produced, but to the extent 
that such right is not exercised by any participant, the agent is fre- 
quently given a limited power to sell such production for the partici- 
pant’s account. 

The power granted to the common agent to develop and operate 
a property may be revocable at will by any participant or may be 
irrevocable for a period of time, sometimes for the economic life of 
the property. The power to market production, however, is ordi- 
narily revocable at will and restricted as to authority to make future 
commitments. This is of special tax significance, as will hereafter 
appear. 

Usually, also, in these agreements for joint investment in oil and 
gas properties, it is expressly provided that the relation of the 
parties shall not constitute a partnership and that none of the parties 
other than the common agent shall have authority to make any com- 
mitments for which the others may be liable.** 

An arrangement of the kind above described, which under local 
law is neither a corporation nor a trust nor a partnership, and which 
we are here referring to broadly as a joint venture, may for federal 
income tax purposes be classed either as (a) an ‘‘association’’ in the 
corporate category, or (b) a ‘‘partnership,’’ or (c) mere co-owner- 
ship of property.* 

‘‘ Association’’ classification, as previously noted, is generally 


44 Some agreements in endeavoring to negate any implication of mutual agency among 
the participants also state that the relation of the parties shall not constitute a joint ven- 
ture, lest in construing the agreement some court might adopt the concept that a joint ven- 
ture implies mutual agency. 

45 Theoretically, also, an arrangement for joint investment in oil and gas properties which 
is not a trust under local law might be classified as a trust for federal income tax purposes, 
but it is hard to conceive of such a case in practice. 
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applicable where a joint profit objective is combined with centralized 
management in a person or group acting in a representative capac- 
ity, secure for a period of time from interruption by the death of, 
or transfer of interest by, participants.** The Service has ruled that 
in the case of a joint operating agreement between co-owners of an 
oil and/or gas property the arrangement will not be regarded as 
having a joint profit objective and will not be classed as an ‘‘associa- 
tion’’ so long as each co-owner has the right to receive in kind his 
share of production and so long as any authority granted to a com- 
mon agent to sell production is revocable at will by the co-owner 
granting it and limited to the making of sales contracts ‘‘consistent 
with the minimum needs of the industry’’ under the circumstances, 
and in no event for more than one year.” 

Thus it would appear that exclusive authority to a common agent 
to manage the drilling and/or operation of wells, even though irre- 
vocably delegated for a long period of time, e.g., for the life of the 
leasehold, should not cause a joint venture to be taxed or otherwise 
treated as a corporation, provided that the joint objective is the ex- 
traction of the oil and/or gas from the ground and that a division of 
the results of the joint action is, or at the election of any participant 
can be, made before there is any realization of profit. Also, to avoid 
joint realization of profit, it would seem that care should be taken 
to limit any authority which may be delegated to a common agent to 
make sales of the properties themselves.*® 

But a joint profit objective alone does not bring about ‘‘associa- 
tion’’ classification. It is the combination of a joint profit objective 
with representative centralized management, secure from interrup- 
tion by the death of, or transfer of interests by, participants which 
produces such tax consequence. If the circumstances of a particular 
joint venture require the delegation to a common agent of power to 
sell production or to sell the properties themselves, it should gen- 
erally be possible to avoid classification as an ‘‘association’’ by re- 
serving to each participant the right to revoke such power at will 


46 Flagg, Tax Treatment of Joint Operations in SECOND Rocky MouNTAIN MINERAL LAW 
INSTITUTE 247 (1956); VI Om AND GAs TAX QUARTERLY 28 (1957); see also, Helm & 
Smith Syndicate v. Comm’r, 136 F.2d 440 (9th Cir. 1943). 

47 I.T. 3930, 1948-2 Cum. Buu. 126, and I.T. 3948, 1949-1 Cum. Butt 161. See also 
Bentex Oil Corp., 20 T.C. 565 (1953) ; Comm’r v. Fortney Oil Co., 125 F.2d 995 (6th Cir. 
1942) ; Henry Lilly Lease, 3 TCM 404 (1944). 

48 Morrissey v. Comm’r, 296 U.S. 344 (1935) ; Del Mar Addition v. Comm’r, 113 F.2d 
410 (5th Cir. 1940) ; Eastern Oregon Timber Syndicate, 4 TCM 1082 (1945) ; Bert v. Hel- 
vering, 92 F.2d 491 (D.C. Cir. 1937) ; ef. Comm’r v. Whitcomb Coca-Cola Syndicate, 95 
F.2d 596 (5th Cir. 1938) ; Syndicate ‘‘A’’ et al., P-H B.T.A. Mem. Dec. § 41,483. 
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or by having such power revoked by the death of, or transfer of in- 
terest by, any participant.* 

If ‘‘association”’ classification is successfully avoided, a joint 
venture will generally be classed as a ‘‘partnership’’ for federal 
income tax purposes unless an election can be, and is, made to have 
the joint venture excluded from the application of Subchapter K 
(sections 701 through 761, relating to partnerships) of Chapter 1 
of the Code.*° Such election is available only where the ‘‘unincorpo- 
rated organization’’ is availed of (a) for investment purposes and 
not for the active conduct of a business or (b) for the joint produc- 
tion, extraction, or use of property, but not for the purpose of selling 
services or property produced or extracted, and then only if the in- 
come of the members may be adequately determined without the 
computation of partnership taxable income.™ The election to be ex- 
cluded from the application of Subchapter K requires the unanimous 
assent of all of the members of the joint venture. The effect of the 
election, if properly made, is to cause the joint venture to be treated 
as mere co-ownership of the oil and gas properties. 

The differences in taxation resulting from partnership classifica- 
tion as compared with co-ownership are not nearly so important as 
the differences between either of these and ‘‘association’’ classifica- 
tion. Ordinarily, it should not make much difference in the investor’s 
tax burden whether a joint venture is treated as a partnership or as 


49 Cf. Reg. 118, Sec. 39.3795-5. 

50 The federal income tax definition of ‘‘partnership,’’ as before noted, expressly in- 
cludes a joint venture. I.R.C. §§ 761(a) and 7701(a) (2). The definition was virtually the 
same under section 3797(a) (2) of the 1939 Code. Yet under the 1939 Code there had been 
considerable doubt whether a joint undertaking by co-owners of a property to extract oil 
and gas came within the partnership classification, and the Service had ruled that only a 
modified partnership return was required in such cases. I.T. 2785, XIII—1 Cum. Buu. 96 
(1934). The provision introduced for the first time in the 1954 Code, granting such joint 
undertakings an election to be excluded from Subchapter K, relating to partnerships, seems 
by implication to bring them in the absence of such election within the definition of a part- 
nership. The Service has ruled, however, that no partnership return is required where joint 
activities have not progressed beyond exploration expenditures made in the acquisition or 
retention of a property (which are capitalized) and the payment of rentals merely to retain 
title prior to the use of the property. TIR-19, Sept. 24, 1956, 1956 CCH {| 6760. 

51 1.R.C. § 761(a). Amendment of section 761(a) has been recommended in Revised Re- 
port on Partners and Partnerships received by the Subcommittee on Internal Revenue Tax- 
ation and transmitted to the Committee on Ways and Means from the Advisory Group on 
Subchapter K of the Internal Revenue Code of 1954, Dec. 31, 1957, p. 52, and has been pro- 
posed in H.R, 4468, 86th Cong., 1st Sess. (1959). Such amendment would exclude from the 
definition of partnership in the first instance those unincorporated organizations which now 
may, by unanimous consent of all the members, elect to be excluded, but it would allow any 
such organization to be treated as a partnership by an election of the organization itself, as 
distinguished from an election by its members, 
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mere co-ownership of property. Yet there are significant procedural 
differences and, in some situations, some substantive differences. 
As to procedural differences, if an oil and gas venture is treated 
as a partnership, the venture is an accounting entity. All elections 
with respect to the computation of taxable income (except as to the 
treatment of foreign income taxes) must be made by the venture in 
a partnership tax return.*? Such elections would include the choice 
between expensing or capitalizing intangible drilling costs ; between 
straight-line or declining balance or other depreciation methods; 
between cash basis or accrual basis of keeping accounts; ete. Fur- 
thermore, each participant’s share of the income or loss is not taken 
into his own individual tax return until the end of the partnership 
taxable year.* In contrast, if the venture is treated as mere co-own- 
ership of property, each participant makes his own elections as to 
the treatment of his share of each item of expenditure, depreciation, 
etc., and he takes directly into the computation of his individual in- 
come his share of each item of revenue or expense as it occurs. 
Another difference, which in certain situations may be of sub- 
stantive importance, concerns the ownership of properties. Where 
an oil and gas venture is treated as a partnership, the venture as an 
entity is regarded as the owner of the properties, and each partici- 
pant is regarded as owning a partnership interest in the venture. In 
contrast, where the venture is treated as mere co-ownership of the 
properties, each participant is regarded as owning directly an undi- 
vided interest in each property. In most situations this should not 
seriously affect the investor’s tax position, since properties may as 
a rule be transferred by a member to a partnership or by a partner- 
ship to a member without recognition of gain or loss,™ and since upon 
sale or abandonment of the properties by the partnership the result- 
ing gain or loss would be passed along to the partners. But there is 
at least one situation where it may be significant whether the in- 
vestor is regarded as owning an interest in a partnership or a direct 
interest in oil and gas properties, that is, where the investor sells at 
a loss his participation independently of the other participants. A 


52 T.R.C. § 703(b). 

53 I.R.C. § 706(a). This may be quite significant where the taxable year of the partner- 
ship and that of the member are different. In the case of partnerships formed since 1954, 
however, there is less opportunity for difference in taxable year between a partnership and 
its members, as section 706(b) provides that a partnership may not change to or adopt a 
taxable year other than that of all its principal partners without permission of the Treasury 
Department. This may also be significant when a taxpayer dies, because under section 443 
(a) (2) his taxable year would close with his death, but the partnership’s accounting year 
would be unaffected by his death, I.R.C. § 706(¢) (1). 

54 T.R.C. §§ 721 and 731, 
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partnership interest would ordinarily be classified as a capital asset, 
and any loss on the sale of a partnership interest would be a capital 
loss, while an undivided interest in an oil or gas property, if it is an 
operating interest, should ordinarily qualify as real property used 
in trade or business, so that a net loss from the sale of such property 
should be deductible as an ordinary loss. 

Still another substantive difference may sometimes result in con- 
nection with the deductibility of certain expenditures, when one par- 
ticipant pays a larger proportion of outlays than are attributable to 
his fractional interest in a property. If he is regarded as owning 
directly an interest in the property, he may sometimes be required to 
capitalize the excess, although the expenditure be of a kind that could 
ordinarily be expensed, such as intangible drilling costs.°* Under 
partnership classification, since the joint venture would be an ac- 
counting entity, the deductibility of any expenditure should not be 
affected by the fact that the portion borne by certain members is 
disproportionate to their share in revenue; and a deduction allowed 
to the partnership may then generally be divided among the mem- 
bers in accordance with the partnership agreement, provided that 
the principal purpose of the division agreed upon is not the avoid- 
ance or evasion of tax.” 

Thus, as between partnership classification and co-ownership 
classification of a joint venture sometimes the one and sometimes 
the other may be the more advantageous. 

B. Kinds of Interest. There are a number of different kinds of in- 
terest in oil and gas properties which an investor may acquire. These 
include land in fee together with all underlying minerals; the min- 


55 In Jones v. Comm’r, 58-1 U.S.T.C. { 9484 (D.Tex. 1958), the question presented was 
whether the taxpayer had sold a partnership interest, sustaining a capital loss, or a direct 
interest in oil and gas leases, sustaining an ordinary loss. On the basis of the particular 
facts the court reached the latter conclusion. The treatment of net losses on sale of property 
used in a trade or business as ordinary losses is governed by section 1231, discussed infra. 
This difference between partnership and co-ownership classification of a venture is not im- 
portant where a participant sells out at a profit, for with either classification gain on the 
sale should ordinarily be treated as capital gain. Even where the sale is made at a loss the 
difference may not always be as significant as might at first appear, for the cost basis to the 
investor of his partnership interest would first be written down by his share of partnership 
losses incurred up to the date of his withdrawal. Cf. I.R.C. § 706(c) (2) (A). Furthermore, 
if a partnership interest becomes worthless, the investor should be entitled to an ordinary 
loss deduction, as a partnership interest should not constitute a ‘‘security’’ under section 
165(g). 

56 See discussion pp. 385-386 infra. 

57 ILR.C. § 704(a) and (b). There is also the limitation that a partner’s distributive share 
of partnership loss, including capital loss, may not exceed his adjusted cost basis for his 
partnership interest. I.R.C. § 704(d). 
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eral fee separated from the surface of the land; a leasehold of the 
oil and gas, with or without other minerals; the lessor’s royalty in- 
terest or a royalty in the mineral fee; an overriding royalty out of 
the leasehold; an oil payment out of the leasehold or out of the les- 
sor’s interest; a net profits interest; a carried interest; and many 
variations of the foregoing. Also, each of these interests may be held 
by a number of co-owners, each owning an undivided fraction of 
varied size. 

Where a choice is available as among these various kinds of in- 
terest, the investor will, of course, consider the differences in risk, 
in obligations, and in potential profits, before deciding which best 
suits his particular objective. He will also wish to consider such 
differences as there may be in tax treatment. 

For federal income tax purposes there are two principal cate- 
gories, under the one or the other of which an oil and gas interest will 
be classed, namely, ‘‘ operating interest’’ and ‘‘non-operating inter- 
est.’’ Again, the federal income tax law has its own definitions and 
meanings for these terms. The term ‘‘ operating interest’’ is used to 
mean any interest which carries with it the right to operate the prop- 
erty, sharing in the production expenses, 7.e., to conduct explora- 
tion, to drill wells, and to extract oil and gas from the ground. Such 
interest would include an unleased fee in the land with minerals, an 
unleased mineral fee, or the leasehold exclusive of overriding roy- 
alties, production payments, net profits interests, and other kinds of 
interests created out of the leasehold.* All royalties, overriding roy- 
alties, production payments, net profits interests, and any other in- 
terests that do not entitle the holder thereof to operate the property, 
whether created out of the fee, out of the lessor’s interest, or out of 
the leasehold, are characterized as ‘‘non-operating interests.’’ 

The principal distinguishing tax features of operating interests 
are (1) that the investor may be permitted currently to expense a 
substantial portion of his outlays and (2) that the allowance for per- 
centage depletion is generally greater in relation to net income than 
in the case of non-operating interests. The latter feature results 
from the fact that the operating interest usually bears the costs of 
‘‘lifting’’ not only its own share of production but also the shares 
going to the non-operating interests. For the same reason the 50 per 


58 The term ‘‘ working interest’’ is sometimes used synonymously with ‘‘ operating in- 
terest.’’ But there appears to be no clear uniformity as to its meaning, for sometimes 
‘¢working interest’’ is used to mean the leasehold interest inclusive of any overriding roy- 
alties, production payments, and other ‘‘non-operating interests’’ that may have been 
created out of the leasehold. 

59 These points will be more fully discussed infra. 
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cent of net income limitation on percentage depletion allowance is 
more likely to apply in the case of an operating interest. Another dis- 
tinguishing feature is that under certain circumstances operating 
interests may, at the taxpayer’s election, be aggregated and treated 
as a single property for depletion and other purposes, whereas ag- 
gregation of non-operating interests may be done only with permis- 
sion of the Internal Revenue authorities and only on showing that 
the principal purpose is not avoidance of tax.® 


Il. ExpEenDITURES 


A. Acquisition Costs. As with any other investment in real prop- 
erty, expenditures made to acquire an oil and gas property are of a 
capital nature and for federal income tax purposes must be capital- 
ized. The question is what outlays fall within this category. 

Where an investor purchases a mineral fee, a royalty interest, or 
an existing lease, paying a monetary consideration to the transferor, 
such purchase price is obviously an acquisition cost. So are such inci- 
dental expenses as commissions paid to the broker in the transaction 
and legal fees for examining and arranging transfer of title.” 

Where an oil and gas lease is acquired directly from the fee owner 
and the lessee pays a bonus for the granting of the lease, such bonus 
has, for tax purposes, generally been regarded as a purchase price 
and is required to be capitalized.” This is so even though the bonus 
is taxable to the lessor as income received. 

If the property is acquired pursuant to an option, the cost of the 
option is ordinarily treated as part of the costs of acquiring the 
property and hence must be capitalized.“ 

If the investor makes expenditures on prospecting or exploring 
the property before acquiring it, such expenditures may also have 


60 L.R.C. § 614. 

61 Briarcliff Investment Co., 30 B.T.A. 1269 (1934); S. O. Thompson, 9 B.T.A. 1342 
(1928) ; Central Bank Block Ass’n v. Comm’r, 57 F.2d 5 (5th Cir. 1932). 

62 Canadian River Gas Co. v. Higgins, 151 F.2d 954 (2d Cir. 1945), cert. denied, 327 
U.S. 793 (1946) ; Baton Coal Co. v. Comm’r, 51 F.2d 469 (3d Cir. 1931), cert. denied, 284 
U.S. 674; Sunray Oil Co. v. Comm’r, 147 F.2d 962 (10th Cir. 1945), cert. denied, 325 U.S. 
861; but compare dictum in Lambert v. Jefferson Lake Sulphur Co., 236 F.2d 542 (5th Cir. 
1956). 

63 To the lessor a bonus is initially treated as an advance royalty, and while he reports it 
as income, he is initially allowed a deduction for depletion. Palmer v. Bender, 287 U.S. 551 
(1933) ; Herring v. Comm’r, 293 U.S. 322 (1934). If subsequently the lease is surrendered 
without producing oil or gas, the lessor is then required to return as income an amount equal 
to the depletion deduction previously allowed. Reg. 118, See. 39.23(m)-—10(c) ; Douglas v. 
Comm’r, 322 U.S. 275 (1944) ; Sneed v. Comm’r, 119 F.2d 767 (5th Cir. 1941). 

64 C, H. Mead Coal Co. v. Comm’r, 72 F.2d 22 (4th Cir. 1934) ; Realty Sales Co., 10 B.T.A. 
1217 (1928). 
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to be capitalized, in whole or in part, as part of the acquisition 
costs. 

If an investor acquires an undivided fractional interest in a lease 
or other operating interest in consideration of his drilling a well on 
the property free of cost to the other co-owners, he must capitalize 
as a cost of acquiring his fractional interest the excess of his expend- 
itures over the portion attributable to his fraction. 

B. Rentals and Other Carrying Charges. Almost all oil and gas 
leases call for the payment of royalties on production. In addition, 
depending upon the particular arrangement, a lease may call for any 
one or more of the following payments: a bonus, rentals, and delay 
rentals. 

For federal income tax purposes, the payment of a royalty on pro- 
duction is treated as an exclusion from gross income of the lessee. 
This will be more fully discussed later. 

A payment made in consideration for the grant of a lease is, as 
above noted, called a bonus and must, for federal income tax pur- 
poses, be capitalized as part of the cost of the leasehold. A payment 
made to maintain or extend a lease in lieu of commencement of drill- 
ing is called a delay rental, and if such payment covers a period of 
not over one year, it is currently deductible. Between these are 
other types of payments that may be required to be made during the 
term of a lease, which are both unrelated to production and unrelated 
to drilling. ‘ 

In this last category are so-called ‘‘first year rentals’’ under Gov- 
ernment leases. The courts have generally held such payment to be 
currently deductible in the case of non-competitive federal leases, 
distinguishing it from a bonus in that the grant of such lease was 
free and the payment was required as a condition subsequent to the 
grant.®* But in other situations a fixed payment made subsequent to 
the grant of a lease in order to maintain or extend the term for a 
period of more than one year has been held an acquisition cost, like 
a bonus, which must be capitalized. Annual payments required to 
the extent that royalties fall short of a fixed minimum have been 


65 The tax treatment of exploration costs varies, depending on the particular cireum- 
stances, and is governed by special rules discussed later in connection with geological and 
geophysical costs. 

66 Reg. 111, Sec. 29.23 (m)-16. 

67 Houston Farms Development Co. v. United States, 131 F.2d 577 (5th Cir. 1942). 

68 United States v. Dougan, 214 F.2d 511 (10th Cir. 1954) ; Comm’r v. Miller, 227 F.2d 
326 (9th Cir. 1955) ; Olin F. Featherstone, 22 T.C. 763 (1954). The Service has acquiesced 
in this conclusion as far as non-competitive federal leases are concerned. Rev. Rul. 56-252, 
1956-1 Cum. BULL. 210. 

69 Bennett v. Scofield, 170 F.2d 887 (5th Cir. 1948). 
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treated as a lease bonus, requiring capitalization, where they could 
neither be avoided by surrender of the lease nor credited against the 
royalty obligation on future production.” But where such payments 
would cease upon surrender of the lease, they should be currently 
deductible as delay rentals,”: or where they can be credited against 
royalty obligations on future production, the payor has the option 
of deducting them either in the year of payment or in the year of 
credit.** Minimum annual payments in respect of shut-in gas wells 
would appear to come within this latter category. 

Holding a property, whether under lease or in fee, will generally 
entail certain other carrying charges, such as local property taxes, 
interest on mortgage, if any, premiums on liability and property in- 
surance, ete. In this respect an oil and gas property is no different 
from other real property held for investment or used in trade or 
business, and expenditures of this type are ordinarily currently de- 
ductible. 

In certain circumstances, however, a taxpayer may elect to capi- 
talize carrying charges pursuant to section 266 ard applicable Regu- 
lations, as, for example, while a property is non-producing. It has 
been held that such election may, at the option of the taxpayer, ex- 
tend to delay rentals.” 

C. Geological and Geophysical Costs. In selecting a property to be 
acquired, in eliminating a particular area as a prospect, in deciding 
whether to retain or relinquish a property already acquired, or in 
selecting locations at which to drill wells, it is necessary to have ade- 
quate information concerning the geology of the land in question. 
To the extent that such information is not already available, expendi- 
tures may have to be made on geological and geophysical exploratory 
work.” 

In some oil and gas ventures, expenditures on geological and geo- 
physical work may be very substantial; in others they may be rela- 
tively small; and in still others there may be no such costs at all. In 
part, this will depend on the general region—whether there has pre- 
viously been much or little oil and gas exploration or development in 
the vicinity. In part, it depends on the nature of the venture— 


70 A. G. K. Kleberg, 43 B.T.A. 277 (1941) ; W. H. P. MeFaddin Jr., 2 T.C. 395 (1943). 

71 G. C. M. 26526, 1950-2 Cum. Buu. 40. 

72 Proposed Reg. Sec. 1.612-3(b) (3) (1956) ; Reg. 118, Sec. 39.23(m)-10(e). 

73 Rev. Rul. 55-118, 1955-1 Cum. Buu. 320. 

‘4 The term ‘‘ geological’’ is commonly employed to describe exploratory work involving 
direct inspection of geological formations, as, for example, at the surface of the ground, in 
mine shafts, or by core drilling. The term ‘‘ geophysical’’ is commonly employed to describe 
exploratory work involving the use of physics, as, for example, seismograph work. 
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whether the objective is the discovery of a new oil or gas field, or the 
finding of new reserves in an already proven or semi-proven area, 
or the development of proven properties, or the operation of fully 
developed properties. 

As to the federal income tax treatment of oil and gas geological 
and geophysical costs, the law appears to be uncertain. The statute 
contains no specific guidance of a positive nature. The provisions of 
section 174, relating to research and experimental expenditures, are 
made expressly inapplicable to ‘‘any expenditure for the acquisition 
or improvement of land’’ and to ‘‘any expenditure ... for the pur- 
pose of ascertaining the existence, location, extent or quality of any 
deposit of ore or other mineral (including oil and gas).’’ The pro- 
visions of section 615, relating to exploration for minerals generally, 
expressly exclude oil and gas exploration. There have been rela- 
tively few judicial decisions on this subject, and the most comprehen- 
sive official pronouncement is an administrative ruling. 

The courts have held that compensation paid to a geologist re- 
tained to investigate and recommend properties for acquisition 
must be capitalized as part of the costs of the properties acquired,” 
and that the cost of a geophysical survey of property held under 
lease, leading to retention of the lease, must likewise be capitalized 
as additional leasehold cost,” but an amount paid to a geologist for 
a survey and recommendation, leading to the abandonment of a pro- 
posed acquisition, is currently deductible.” 

The leading administrative ruling concerning geological and geo- 
physical costs lays down certain general rules which may be sum- 
marized as follows: 7 

(1) Exploration expenditures are to be divided between (a) ‘‘re- 
connaissance-type surveys’’ conducted over a broad general terri- 
tory to locate and identify ‘‘separable, non-contiguous portions as 
possessing sufficient mineral-producing potentials to merit further 
exploration”’ (called ‘‘areas of interest’’) and (b) further explora- 
tory operations (detailed surveys) with respect to each area of in- 
terest to ‘‘obtain subsurface data sufficiently accurate to afford a 
basis for a decision to acquire or retain properties within or ad- 


75 Schmerhorn Oil Corporation, 46 B.T.A. 151 (1942). 

7¢ Louisiana Land Exploration Co., 7 T.C. 507 (1946). 

77 Southern Trading Co. Inc., 15 TCM 1259 (1956). 

78 I.T. 4006, 1950-1 Cum. Butt. 48. For a discussion of the historical background of I.T. 
4006, see Hammond, The Treatment of Oil and Gas Exploration Costs for Federal Income 
Taz Purposes: Geological and Geophysical Expenditures in SOUTHWESTERN LEGAL Foun- 
DATION SECOND ANNUAL INSTITUTE ON OIL AND Gas LAW AND TAXATION 441, 445 (1951). 
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jacent to’’ the area of interest or to abandon the area of interest ‘‘as 
unworthy of development.’’ 

(2) Costs of the reconnaissance-type survey should be allocated 
equally among the several areas of interest found within the subject 
territory, or if only one area of interest is found, they should be 
attributed entirely to that one, or if none is found, then they may be 
deducted as a loss. 

(3) Costs of further exploratory operations with respect to each 
area of interest, 7.e., each separable, non-contiguous area, should be 
attributed to such area. 

(4) If a property is acquired or retained within or adjacent to a 
particular area of interest, the costs allocated and attributed to that 
area must be capitalized as part of the cost of the property so ac- 
quired or retained, and if more than one property is involved, they 
should be allocated among them, an acreage basis being proper for 
such allocation. 

(5) If no property is acquired or retained within or adjacent to a 
particular area of interest, the costs allocated and attributed to that 
area may be deducted as a loss for the year in which that area of 
interest is abandoned as a potential source of mineral production. 

That ruling and the court decisions to date seem to have taken for 
granted that geological and geophysical costs when capitalized 
should become part of the cost of some mineral property. Is such 
basic assumption open to challenge? It has been suggested that such 
geological information, especially when recorded in maps, charts, 
and schedules, may constitute assets in themselves and that such 
expenditures should be capitalized as the costs of such assets, to be 
recovered through depreciation allowances over the period of their 
usefulness or otherwise written off when known to be worthless.” 
At present the chances of this view’s prevailing do not appear great. 

Where such expenditures yield only negative information, it 
would seem that they should be currently deducted, regardless of 
what theory might be applied as to the capitalization of positive in- 
formation. The theory of capitalizing any such costs, at least when 
incurred in respect of an already acquired property is that they add 
to the capital value of the property.® It could not ordinarily be said 
that negative geographical and geophysical information make a 
property more valuable. Support for currently deducting such ex- 
penditures yielding negative information without awaiting aban- 
"Mendon, Zn Atteiet to Label Exploratory Geological and Geophysical Expenditures 


(Oil and Gas), IV-4 Ow & Gas Tax Q. 205 (1955). 
80 T.R.C. § 263(a). 
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donment of the property affected may be found in an informal ruling 
that a party making ‘‘ bottom hole’’ contribution toward the drilling 
of a test well on a neighbor’s land may deduct such expenditure as 
an ordinary loss if the well proves dry, because in such case it is pre- 
sumed that the expenditure was ‘‘of no benefit.’’ ** 

In some circumstances some of such expenditures may come within 
the option to expense intangible drilling and development costs, 
later discussed. Such option covers, among other items, ‘‘all amounts 
paid for labor, fuel, repairs, hauling and supplies, or any of them, 
which are used ... (B) in such clearing of ground, draining, road 
making, surveying, and geological works as are necessary in prepa- 
ration for the drilling of wells.’’ *? It has been said that this would 
include only such geological and geophysical costs as are incurred in 
selecting a particular drill site.** 

D. Drilling and Development Costs. Again, depending on the na- 
ture of the particular venture, a substantial portion of the investor’s 
outlays may be expended in drilling wells and otherwise developing 
properties for production. In ventures primarily concerned with ex- 
ploring for oil and gas, the major expenditures may be fairly well 
divided between geological and geophysical work and the drilling of 
test wells. In ventures which begin with the acquisition of semi- 
proven properties and are concerned primarily with development, 
the greater part of total expenditures may be for drilling and related 
development. In still other ventures, little or nothing may be ex- 
pended in drilling or other development, as, for example, where fully 
developed properties are acquired or where the venture is concerned 
only with non-operating interests. 

For federal income tax purposes, drilling and development ex- 
penditures are divided into two classes: (1) intangible drilling and 
development costs ; and (2) costs of tangible equipment. The former 
may be expensed or currently deducted in computing taxable income, 
provided that certain prerequisites are met. The latter must be cap- 
italized as costs of acquiring the equipment. 

1. Intangible drilling and development costs. Section 263(c) pro- 
vides that regulations shall be prescribed corresponding to the Reg- 
ulations which granted the option to deduct as expenses intangible 


81 Special Ruling, May 4, 1945, 454 CCH 6217. 

82 Reg. 111, Sec. 29.23(m)-16; emphasis added. 

88 In Louisiana Land and Exploration Co., 7 T.C. 507, 516 (1946), the Tax Court said on 
this point: ‘‘ The option is directed after the drilling has been at least tentatively decided 
upon, which preparations are far removed from over-all geophysical exploration. .. .’’ 
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drilling and development costs in the case of oil and gas wells and 
which were approved by Congress.* 

a. Definition. The term ‘‘intangible drilling and development 
costs’’ is defined in the approved Regulations ®* as: ‘‘ All expendi- 
tures made by an operator for wages, fuel, repairs, hauling, supplies, 
etc., incident to and necessary for the drilling of wells and the prepa- 
ration of wells for production of oil or gas,’’ including ‘‘the cost to 
operators of any drilling or development work ... done for them by 
contractors....’’ 

b. Prerequisites of option to expense. Deductions for intangible 
drilling costs are available to a taxpayer only if certain prerequisites 
are met. First, he must be classed as an ‘‘operator’’; second, he must 
incur the drilling costs himself; third, he must make a timely election 
as to his tax treatment of such expenditures; and fourth, if the tax- 
payer is one of several co-owners, the expenditures should be attrib- 
utable to his fraction of the operating interest in the property. 

(1) Operator status. The option to expense intangible drilling 
costs was, under Regulations 111, granted to an operator, therein de- 
fined as ‘‘one who holds a working or operating interest in any tract 
or parcel of land either as a fee owner or under a lease or any other 
form of contract granting working or operating rights.’’ 

Thus, to deduct expenditures for intangible drilling costs the first 
prerequisite is that the investor must hold an operating interest in 
the land where the well is being drilled, and then the option applies 
to all intangible drilling costs incurred by him in respect of the prop- 
erty whether incurred prior or subsequent to the formal grant or 
assignment of the operating rights.** But it is not sufficient if he 
merely supplies the money to pay for the drilling in exchange for an 
oil payment or a net profits interest or other non-operating interest. 
And in such eases he would have to capitalize his expenditures as 
acquisition costs of the non-operating interest.** 

According to the definition of operator in Regulations 111, it is not 
necessary, however, that the investor be ‘‘the operator’’ in the sense 
that term is sometimes used in joint operating agreements referring 
to the person who actually directs and manages the drilling opera- 
tions. It is sufficient for this purpose that the investor be one of sev- 


84 H.R. Con. Res., 79th Cong., 1st Sess. (1945), approving Sec. 29.23(m)-16 of Reg. 111. 

85 Reg. 111, Sec. 29.23(m)-16(b) (1) (i). References herein to ‘‘intangible drilling 
costs’’ shall mean ‘‘ intangible drilling and development costs’’ as here defined. 

86 Reg. 111, Sec. 29.23 (m)—16(b) (1) (i). 

87 Herndon Drilling Co., 6 T.C. 628 (1946) ; Crossett Timber & Development Co., Inc., 
29 B,T.A. 705 (1934), , 











382 TAX LAW REVIEW [Vol. 14: 


eral co-owners of the operating interest and that the person who 
manages the drilling operations acts as agent for the investor and 
the other co-owners, incurring the drilling costs for their several 
accounts. 

Furthermore, ownership in the technical legal sense of an operat- 
ing interest is not an essential under Regulations 111. It should suf- 
fice that the investor holds the operating rights under any form of 
contract.** Thus, for example, if he holds a permit from a foreign 
government entitling him to explore for oil and gas in a specified 
area where such foreign government is the owner of any oil, gas, or 
other minerals, it would seem he should qualify as an operator; or, 
similarly, if by contract with another person holding such a permit 
the investor is entitled to participate in operations under the permit. 

(i) Incurring drilling costs. Regulations 111, in granting the op- 
tion to expense intangible drilling costs, speaks of ‘‘ drilling and de- 
velopment undertaken by the operator’’ and of ‘‘costs incurred by 
the operator.’’ ®° This would seem to place outside the scope of the 
option any drilling undertaken by a predecessor in title, although 
the taxpayer subsequently assumes such costs or reimburses such 
predecessor, as, for example, where an investor purchases an oper- 
ating interest in a tract on which drilling is already in progress.” 
Even as to post-acquisition drilling, it has been suggested that a 
co-owner is not to be regarded as undertaking drilling and incurring 
the costs thereof where he merely pays a fixed sum to induce another 
co-owner to drill at the latter’s cost and expense.” The law is not, 


88 At the time of this writing, final Regulations under the 1954 Code with respect to the 
election to expense intangible drilling costs have not been promulgated. Proposed Reg. Sec. 
1.612—4 (1956) referring to section 263(c), speaks merely of ‘‘the owner of an operating 
mineral interest’’ as having an option to expense intangible drilling costs. This might be 
construed as denying the option to one who merely holds an operating interest under a con- 
tract granting operating rights. Such departure from the definition in Reg. 111, Sec. 29.23 
(m)-16 would seem to be in violation of section 263(c) of the 1954 Code. 

89 Reg. 111, See. 29.23 (m)-—16(b) (1) (i). 

90 Sidney Platt, 18 T.C. 1229 (1952), aff’d, 207 F.2d 697 (7th Cir. 1953). 

91 In Sidney Platt, supra note 90, the taxpayer acquired an undivided operating interest 
in a lease while the drilling of a well was in progress and, in addition to paying a fixed sum 
in respect of past drilling, paid to the vendor, who remained a co-owner, a further fixed sum 
to continue the well to a greater depth. The court denied the taxpayer any deduction for 
either fixed payment, although the latter payment related to drilling done after the tax- 
payer became co-owner of the operating rights. The court stated as the reason for its de- 
cision that the taxpayer had failed to meet the requirement ‘‘ that the drilling costs as such 
were undertaken ‘ by him directly or through a contract.’ ’’ In reaching this conclusion, the 
court gave weight to the fact that if the amount of actual drilling costs allocable to the 
taxpayer’s fractional part of the operating interest was less than the agreed sum, his co- 
owner did not have to account for the difference, and if they exceed the agreed sum, his 
co-owner had to bear such excess. 
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however, entirely clear on this point; for such an arrangement be- 
tween co-owners would seem analogous to a ‘‘turnkey contract’’; 
and Regulations 111 expressly provide that the option to expense 
intangible drilling costs applies where the drilling and development 
work is ‘‘done for’’ the operator ‘‘by contractors under any form of 
contract, including turnkey contracts.’’ * 

Another situation in which a taxpayer, though he qualifies as an 
operator, is denied the deduction for intangible drilling costs on the 
theory that the costs were not ‘‘incurred’’ by him is where he fi- 
nances the drilling by selling, out of the property, a production pay- 
ment with the proceeds pledged for development or by conveying 
such a production payment to another person in return for the lat- 
ter’s doing the drilling.” 

(ii) Timely election. Regulations 111, after granting the option 
to expense intangible drilling costs, provide that ‘‘Any operator 
who incurs such costs must make a clear statement of election under 
this option in the return for the first taxable year beginning after 
December 31, 1942, in which such costs are incurred.’’ The Regula- 
tions go on to say that absence of a clear indication of an election 
to expense will be deemed an election to capitalize and that the elec- 
tion is binding for all subsequent years.™ 

This provision or similar provisions in other Regulations relating 
to elections to claim percentage depletion or to make a declaration 
of value for capital stock tax have been construed to mean that the 
election must be made within the time prescribed for filing the re- 
turn for the year in question, including any extension thereof. Thus 
an election made in an amended return within such time has been 
held effective.* But elections made in amended returns filed after 
the due date for the original return have been denied.* Further, it 


92 Reg. 111, Sec. 29.23 (m)~—16(b) (1) (i). 

93 Reg. 111, Sec. 29.23(m)-—16, expressly excludes from the option to expense intangible 
drilling costs ‘‘ amounts payable out of production or the gross proceeds from production. ’’ 
Also, under G.C.M. 22730, 1941-1 Cum. BuLu. 221, such option is regarded as a sharing 
arrangement with the grantee of the oil payment incurring the drilling costs in exchange 
for a non-operating interest in the property, i.e., the production payment. In this situation, 
neither party is allowed any deduction for the intangible drilling costs. To be distinguished, 
is the situation where, after incurring the drilling costs, the operator conveys a production 
payment to the driller in settlement of the latter’s bill. In such case, the operator should be 
entitled to the deduction for intangible drilling costs, but then he would be regarded as 
having ‘‘ carved out’’ and sold a production payment, with tax consequences discussed later 
in this article. 

94 Reg. 111, Sec. 29.23 (m)-—16(b) (4). 

95 Haggar Company v. Helvering, 308 U.S. 389 (1940) (involving capital stock tax). 

96 J. E. Riley Investment Co. v. Comm’r, 311 U.S. 55 (1940) (involving percentage deple- 
tion) ; Boone County Coal Corporation v. United States, 121 F.2d 988 (4th Cir. 1941) 
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has been held that although the taxpayer has no taxable income in 
the first year in which such costs are incurred, an election to expense 
them must nevertheless be made in a timely return for that year or 
the election is irrevocably lost, and that it does not suffice to make the 
election in the return for the first year in which there was income 
against which to take the deduction.” And for this purpose it is im- 
material that the wells in respect of which the intangible drilling 
costs were incurred in the earlier year were not completed until the 
later year for which the election was made.” 

Where an oil and gas venture is classified as a co-ownership, each 
participant must expense or capitalize his share of intangible drill- 
ing costs in accordance with his own individual election.*®® Thus, any 
participant who has previously incurred such costs subsequent to 
1942, either individually or in a joint venture classed as a co-owner- 
ship, is bound by his earlier election. But where a venture is classed 
as a partnership, it is the venture itself which makes the election,’ 
and such election must be made in the partnership return for the first 
taxable year in which the venture as a partnership incurred intangi- 
ble drilling costs. 

Sometimes it may not be determined at once whether a particular 
venture will be classed as co-ownership or as a partnership. This 
would not apparently excuse failure of the venture to file a partner- 
ship return making a timely election to expense intangible drilling 
costs, if in fact it turns out that the.venture is classified as a partner- 
ship.’ 

(involving intangible drilling costs) ; Burford Oil Co. v. Comm’r, 153 F.2d 745 (5th Cir. 
1946) (involving intangible drilling costs) ; G.C.M. 24125, 1944 Cum. BuLL. 255 (involving 
percentage depletion). 

97 Comm’r vy. Titus Oil & Investment Co., 132 F.2d 969 (10th Cir. 1943). 

98 Ibid. 

99 Bentex Oil Corp., 20 T.C. 565 (1953), appeal dismissed, 5th Cir. Feb. 2, 1955. 

100 Section 703 provides that any election affecting the computation of taxable income 
derived from a partnership shall be made by the partnership, except for the election as to 
treatment of foreign income taxes. Also Rev. Rul. 54-42, 1954-1 Cum. BULL. 64, explicitly 
states that the election to expense intangible drilling and development costs incurred by a 
partnership is exercisable by the partnership and that the partnership election is con- 
trolling, irrespective of the elections of the individual members. Similarly, under the 1939 
Code it was held that a joint venture classed as a partnership was the entity to make the 
election to expense or to capitalize intangible drilling costs. Bentex Oil Corporation, supra 
note 99. 

101 Degnam v. Comm’r, 136 F.2d 891 (9th Cir. 1943), cert. denied, 320 U.S. 778 (involv- 
ing depletion election) ; cf. Callie E. Robertson, 28 B.T.A. 635 (1933) (involving intangible 
drilling costs under prior Regulations, applicable to 1923, which did not specify the time 
or manner of making the election). In Rev. Rul. 56-500, 1956-2 Cum. Buu. 464, relating 
to section 761 as applied to the year 1955 and the time and manner of electing under that 
section to be excluded from the application of Subchapter K, i.e., partnership classifica- 
tion, it was announced that in the event such election should be voided by dissent of a 
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(iv) Fractional interest. In Regulations 111 1 it is provided that 
where any drilling or development project is undertaken for the 
grant or assignment of a fraction of the operating rights, only that 
part of the cost thereof which is attributable to such fractional in- 
terest is within the option to expense intangible drilling costs. The 
application of this limitation should be quite clear in the simple case 
where the taxpayer acquires a fixed fraction of an interest in a lease 
or other operating interest in consideration of his drilling a well 
without contribution from the other co-owners. But what of the sit- 
uation where he acquires a varying fraction—one which is larger at 
first, until a certain event occurs, than it is to be later? Or what of 
the situation where the disproportionate sharing in expenditures in 
relation to fractional interests is for reasons other than acquisition 
of operating interests? 

The most common type of shifting fractional interest is where so- 
called ‘‘carried interests’’ are involved. The investor is usually the 
carrying party, that is to say, he bears not only the portion of ex- 
penditures attributable to his fractional interest in the property, but 
also all or part of the portion attributable to the fractional interest 
of one or more of the other co-owners (either for a limited period or 
sometimes with respect to all development), subject, however, to re- 
coupment of the portion attributed to the latter’s (the carried 
party’s) interest out of the latter’s share in production. The in- 
vestor may have acquired his fractional interest from the carried 
party and have agreed to ‘‘carry”’ the latter as a condition of the 
acquisition. Or the carried party may be contributing services and 
the carrying arrangement may be in the nature of a partnership 
agreement. The mechanics may be effected in a number of different 
ways. The carried party may actually convey all of his interest in 
the property to the carrying party, subject to a reversion of such 
interest when the carrying party has recouped his advances, or the 
carrying arrangement may be merely a matter of contract, with each 
party holding title to a constant fixed fractional interest, which is 
the fraction that is ultimately to prevail after pay-out. 

The tax treatment of ‘‘carried interest’’ situations is at present 
unsettled. There are at least three alternative theories. One theory 


member of the unincorporated organization, the organization could then file an amended 
partnership return, including therein an election to expense intangible costs under section 
263(c). In a situation of this kind consideration should be given to the possibility of ob- 
taining special relief under Subpart H of Regulations 111, which gave the Commissioner 
power to reopen the time for making certain elections, or under corresponding subsequent 
Regulations. 

102 Sec, 29.23 (m)-16(b) (1) (i). 











386 TAX LAW REVIEW [Vol. 14: 


is that the carrying party should be regarded as owning such frac- 
tion of the operating rights as his fraction of production during the 
pay-out period, and accordingly he should be entitled to expense 
the full amount of intangible drilling costs borne by him.** Another 
theory is that the carrying party should be regarded as holding only 
his ultimate fraction of the operating rights and as having loaned to 
the carried party the money expended in respect of the latter’s frac- 
tional interest. Thus the carrying party is limited in expensing in- 
tangible drilling costs to the amount attributable to his ultimate 
fraction, and the carried party is entitled to a deduction for the bal- 
ance attributable to his ultimate fraction.™ And still a third theory 
is that as to operating rights the carrying party should be regarded 
as holding only his ultimate fraction but at the same time as having 
acquired a production payment (non-operating interest) out of the 
carried party’s fraction of the operating rights, so that neither 
party is entitled to expense the intangible drilling costs attributable 
to the carried party’s fractional interest.” This uncertainty may be 
resolved by the new Regulations in favor of the first theory.’ 

A somewhat similar situation may also arise in connection with 
the joint operation of properties where the co-owners cannot agree 
as to certain drilling. Frequently, there is a provision in the joint 
operating agreement which in case of such dispute permits those co- 
owners who desire to drill to do so at their own sole cost and expense, 
but with a right to recoup their outlays, perhaps twice over, 7.e., an 
amount equal to 200 per cent of their expenditures, out of any result- 
ing production before the non-contributing co-owners are entitled to 
share in such production. Apparently there have been no decisions 
or published rulings concerning the expensing of intangible drilling 
costs in such a situation. 

2. Costs of non-productive wells. If a taxpayer has not availed him- 
self of the option to expense all intangible drilling costs, he is granted 


103 Manahan Oil Company, 8 T.C. 1159 (1947). This decision may have been influenced 
by the factual circumstances as to conveyance of title, for the carrying party actually held 
title to the larger fraction during pay-out. Yet this theory was also advocated in G.C.M. 
22730, 1941-1 Cum. BULL. 214, independent of any shifting of title. See also Carl A. Prater, 
30 T.C. No. 134 (1958). 

104 Comm ’r v. Abercrombie, 162 F.2d 338 (5th Cir. 1947). For the principle involved, 
see also McAdams v. Comm’r, 198 F.2d 54 (5th Cir. 1952) ; Carlson v. Comm’r, 58-1 U.S. 
T.C. J 9138 (N.D. Okla. 1957) ; and Reynolds v. MeMurray, 60 F.2d 843 (10th Cir. 1932). 

105 Herdon Drilling Co., 6 T.C. 628 (1946). 

106 Proposed Reg. Sec. 1.612-4(2) (1956) would, in the case of co-ownership of a prop- 
erty, limit the deduction for intangible drilling costs allowable to each co-owner to the lesser 
of (a) the amount of such costs incurred by him or (b) his ‘‘ fractional share of the net 
operating income that he is entitled to receive during the complete payout period.’’ This 
proposal itself would seem to need clarification. 
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an option to expense the cost of non-productive wells. This option is 
also granted by the Regulations referred to in section 263(c).? 

In a special ruling the Service has also held that costs which are 
not otherwise deductible as intangible drilling costs incurred by an 
operator of oil and gas wells in connection with drilling non-pro- 
ductive wells will be deductible as ordinary losses under section 
165(a).* 

3. Equipment costs. The amount of equipment which an investor 
in an oil and gas venture may have occasion to purchase will vary 
depending on the particular circumstances. Ordinarily, the actual 
exploration and drilling work will be performed by an independent 
contractor who will have his own equipment, or the investor may 
rent a drilling rig where he performs the drilling himself. Some 
equipment, however, may be needed which becomes more or less per- 
manently associated with the land being drilled. In the course of 
drilling it may be necessary to place casing in the hole. If the drilling 
results in the finding of oil or gas and it is decided to complete the 
well for production, casing will be cemented or otherwise perma- 
nently set inside the well, and a system of valves and pipes will be 
installed at the well head. Also, surface pipes and other structures 
will be needed. Sometimes it is feasible to rent such equipment, but 
ordinarily the investor purchases equipment of this kind, which 
must remain more or less permanently on the land in order to oper- 
ate the property for production. 

Expenditures made for acquiring equipment ‘‘ordinarly consid- 
ered as having a salvage value’’ must, for federal income tax pur- 
poses, be capitalized.’*® But such equipment, whether temporarily or 
permanently attached to the land, is regarded as assets in them- 
selves, distinct and separate from the mineral property. Conse- 
quently, the capitalized costs of equipment are kept separate from 
capitalized costs of the mineral property, and since equipment is 
subject to depreciation, the costs thereof may be recovered through 
depreciation allowances. 

Expenditures made for installing equipment to the extent ‘‘inci- 
dent to and necessary for the drilling of wells and the preparation of 
wells for production’’ are treated as part of intangible drilling 
costs where the option to expense the latter costs is in effect," and 


107 Reg. 111, Sec. 29.23 (m)—16 (b) (2) (iv). 

108 Special Ruling, May 15, 1956, 565 CCH { 6608. 

109 Reg. 111, Sec. 29.23(m)-16. Casing, although cemented in the well, is generally re- 
garded as having a salvage value and its cost, like that of other equipment, must be capital- 
ized. : 

110 Reg. 111, Sec. 29.23(m)-—16. Where intangible drilling costs are capitalized as part of 
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in such case such installation costs are currently deductible. But 
otherwise installation costs are treated as part of the costs of acquir- 
ing the equipment installed and as such must be capitalized." For 
example, the costs of installing casing in a well and of installing the 
system of pipes and valves called the ‘‘Christmas tree’’ should be 
currently deducted if intangible drilling costs are currently de- 
ducted, but installation costs of equipment, such as structures for 
storing or treating oil or gas, would have to be capitalized. 


the cost of the mineral property, costs of installing casing, ete., are not treated as part of 
the intangible drilling costs, but are capitalized separately as part of the cost of the 
equipment. 

111 Ibid. 














Some Tax Aspects of 
Foreign Currencies 
BURTON RAFFEL 


A Untrep Sratss citizen cannot avoid exposure to United States 
taxation of realized (or realizable) income, regardless of where such 
income may be earned or received. Nor does United States income 
taxation stop at United States citizens; it may also fall upon aliens, 
whether resident or not, who receive income from United States 
sources. Yet in every case the United States tax is imposed upon and 
calculated in a sum expressed in United States dollars. What hap- 
pens when income taxable by the United States is expressed in the 
currency of another nation? Clearly, before imposition of any tax 
there must be a process of conversion, a reckoning of how much the 
given amount of foreign currency is worth in terms of United States 
dollars.’ But foreign currency values are constantly shifting in rela- 
tion to the United States dollar. And what occurs if the foreign cur- 
rency is not convertible into United States dollars, in part or even in 
its entirety, by reason of the exchange controls imposed now by 
almost every nation in the world? 

This paper will concern itself with such questions and will at- 
tempt to bring some critical order to an area of United States tax- 
ation where lower court and administrative decisions have operated 
pretty much without guidance from either the Supreme Court or 
Congress. It will be convenient to consider at times both income and 
estate and gift tax cases, for the latter are frequently made use of, 
and have indeed been cited as controlling, in certain income tax 
situations. 


T. Tax ConsEQuENCES OF SHIFTS IN THE VALUE OF FOREIGN CURRENCIES 
RELATIVE TO THE Untrep States DoLuar 


For our purposes it is necessary only to consider the tax conse- 
quences of gains and losses due to depreciation in the value of 
foreign currencies relative to the United States dollar, both because 
this is and has been the usual situation and because the same princi- 


Burton RAFFEL (LL.B. 1958, Yale Law School) is a member of the New York Bar and 
is associated with Milbank, Tweed, Hope & Hadley, New York City. 
1 For a discussion of conversion outside the field of taxation, see Dach, Conversion of 
Foreign Money, 5 Am. J. Comp. LAw 155 (1954). 
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ples would govern in case of the relative appreciation of other cur- 
rencies. Nor will dealers in foreign exchange here concern us. By 
virtue of O.D. 834 ? they are granted privileges with regard to inven- 
tories specifically denied to non-dealers. Depending on his choice of 
bookkeeping method and on administrative approval of that choice, 
the dealer in foreign exchange may therefore recognize unrealized 
gain or loss in foreign currency transactions as the non-dealer who 
buys and sells or otherwise disposes of foreign currency may never 
do. It is only non-dealers, then, whose tax problems will be discussed. 

Consider first the buyer of foreign merchandise who contracts to 
make payment in a foreign currency and purchases the necessary 
amounts of such currency, either in advance of the underlying com- 
mercial transaction or, if the sale has been made on credit or open 
account, at some later date. When the purchases of foreign currency 
are made in advance and that currency then depreciates relative to 
the United States dollar, the buyer has of course paid more dollars 
than he would have been obliged to pay at the newly lowered ex- 
change rate. His economic loss is clear. Has he also incurred a tax 
deductible loss? 

Two cases have faced this specific problem and both have held the 
loss to be deductible. One case rested on a straight realization argu- 
ment.’ The taxpayer bought Italian lire, intending to buy Italian 
tobacco. By the time the tobacco deal fell through, the lira’s position 
had worsened and the taxpayer was able only to sell his foreign cur- 
rency acquisition at a $25,000 loss. This was held to represent a real- 
ized loss in the year in which the lire were sold. 

The second and more important case, Bernuth Lembcke Co., Inc.,* 
is factually more typical, for there the underlying import transac- 
tion was completed, and the Court had to deal with two contracts, 
one for the purchase of English pounds, the other for the purchase 
of creosote oil. Without much discussion (and neither Lembcke nor 
the other case on this point, just discussed, cited a single authority), 
the Court ° tied the contract for the purchase of pounds to the con- 
tract for the purchase of creosote oil, holding that since the taxpayer 


24 Cum. BULL. 61 (1921). O.D. 834 defines a dealer in foreign exchange as ‘‘one who 
regularly engages in the purchase and resale to customers of foreign money with a view 
to the gains and profits that may be derived therefrom.’’ Shepard, Foreign Exchange Tax 
Consequences, 1 Tax L. REv. 232 (1946), analyzes the chief distinctions between dealers 
and non-dealers. 

3 P, Cannizzaro & Co., 19 B.T.A. 380 (1930). 

41B.T.A. 1051 (1925). 

5 For uniformity and convenience of presentation Board of Tax Appeals opinions will be 
here referred to as though they had been decided by its successor, the Tax Court. 
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had to inventory the creosote at cost as computed at the new, lower 
rate of exchange but had in fact paid for the creosote at the old, 
higher rate, the $40,000 differential between computations at the two 
rates amounted to tax deductible loss in the year in which the pur- 
chase of creosote was in fact made.® In short, the Court recognized 
the existence of two contracts but refused to treat them as inde- 
pendent of one another. This is not a unitary treatment in the sense 
that profit or loss on the foreign currency transaction is absorbed 
into and expressed in terms of the cost of the merchandise bought 
with that currency ;‘ it is unitary in the sense that realization of 
profit or loss on the foreign currency transaction is determined by 
the cost of the merchandise bought and by the time at which the mer- 
chandise is bought. And fixing the cost of imported merchandise is 
usually the reason for advance purchases of foreign currency. It is 
more important to be able to determine quickly at what price one can 
sell than to gamble on a worsening foreign currency. The most an 
importer is likely to do, if his operations permit, is to cover himself 
against either loss or gain by hedging.® 

The Lembcke rationale is both accurate and simple and should be 
more extensively applied.® For the Court to have denied the deduc- 
tion, after having declared that the Lembcke Co. had to carry the 
creosote at lowered cost, would have meant increasing taxable profit 
without any recognition of the fact that the profit was actually 
$40,000 smaller than it appeared to be. Granting the deduction meant 
no more than recognition of this fact and amounted to no more than 
our tax laws regularly do for businesses which for one reason or an- 
other purchase goods at higher than prevailing rates. If a manu- 


6 ** The creosote oil could not be inventoried at December 31, 1920, at more than its actual 
cost and the cost was in terms of the exchange at the date of purchase.’’ Bernuth Lembcke 
Co., Inc., 1 B.T.A. 1051, 1054 (1925) ; emphasis added. 

7 Compare, e.g., Kades, Devaluation Revalued, 28 TAXES 365 (1950). 

8 STERN, THE UNITED STATES IN INTERNATIONAL BANKING 61-62 (1951). Note, too, that 
in a world where foreign currency is much more likely to depreciate rather than to appre- 
ciate relative to the dollar, the importer who buys foreign currency in advance is plainly not 
a speculator in exchange. 

9 The recent Tax Court opinion in America-Southeast Asia Co., 26 T.C. 198 (1956), hold- 
ing dollar gain caused by the depreciation of the English pound taxable as ordinary income, 
recognized two transactions and described the foreign exchange transaction ‘‘as an inte- 
gral part of its [taxpayer’s] ordinary trade or business.’’ Id. at 200. And in Columbia Sand 
& Gravel Company, 11 TCM 794 (1952), Judge Opper remarks that ‘‘the character of [tax 
payer’s loss, it having sold Canadian currency after a decline in that currency relative to 
the United States dollar] must be determined as in other situations by the underlying nature 
of the transaction.’’ See also Barr v. United States, 324 U.S. 83, 90 (1945), requiring use 
of the free market rate of exchange rather than the official rate in a tariff valuation situa- 
tion, since otherwise ‘‘the cost of the goods will be distorted and an inflated value for cus- 
toms purposes will be placed upon them.’’ 
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facturer of widgets contracts in advance to buy at $2 a gross and at 
the date of performance the price has dipped to $1.75 per gross, no 
one would protest allowing the manufacturer to use $2 a gross as 
his tax basis.’° 

Of course, all foreign exchange purchases incidental to the buying 
and selling of goods cannot be treated as integral transactions. 
Whether treated as one transaction or two separate ones, the long- 
run tax consequences will be identical, as they will also be for the 
dealer in foreign exchange who, by virtue of his inventorying privi- 
lege, can in effect shift taxable income from the year of actual reali- 
zation to the year in which the foreign currency was acquired. But 
this shifting of tax consequences from one year to another may be 
equally valuable to the non-dealer if the foreign exchange purchase 
is in fact disposed of in a different taxable year from that in 
which the underlying commercial transaction is completed. Further, 
though the foreign exchange purchase is not likely to be taxable at 
capital gains rates," the commercial transaction may be so taxed. 
Such considerations do not make it inadvisable to approach foreign 
currency purchases incidental to international trade dealings as 
simply another part of the underlying transaction. It is clear, how- 
ever, that no one approach will cover all the possible cases with fair 
results. It would seem most appropriate to establish the Lembcke 
rationale as the basic, normative method for handling the cases, 
while allowing taxpayers who can show its inapplicability to their 
situations to come under a separate transaction rule. There seems 
to be no reason to subdivide the problem further by creating dif- 
ferent rules for isolated and for more or less continuous trans- 
actions. The latter are numerically more predominant and tax-wise 
more significant, and the Lembcke rationale should work equally 
well in either situation.” 


10 See I.R.C. § 1012 (1954). Where the taxpayer’s underlying transaction results in a 
loss, any gains from foreign exchange transactions connected with the underlying trans- 
action are wiped out; ‘‘mere diminution of loss is not gain, profit or income.’’ Bowers v. 
Kerbaugh-Empire Co., 271 U.S. 170, 175 (1926). See also Church’s English Shoes, Ltd., 
24 T.C. 56 (1955), aff’d per curiam, 229 F.2d 957 (2d Cir. 1956), where the taxpayer tried 
in vain to take advantage of the Kerbaugh-Empire rule. 

11 But see I.T. 3810, 1946-2 Cum. Buuu. 55, which declares that a taxpayer, who bought 
Mexican pesos for a trip to Mexico, then reconverted to dollars afterwards, had had deal- 
ings in a capital asset. And Shepard, supra note 2, at 232 n.7, observes that ‘‘it should be 
noted that foreign exchange is a ‘capital asset’ and subject to the provisions .. . of the 
Code, except in the case of ‘dealers.’ ’’ 

12 ‘The Commissioner has urged, but the Tax Court has not responded, that the doctrine 
of such cases as Bernuth Lembcke Co., Inc. .. . is not applicable to isolated or single trans- 
actions involving foreign currency.’’ 5 MERTENS, FEDERAL INCOME TAXATION § 28.82 n.39 
(1956). 
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It is worth spelling out the simple fairness of the Lembcke ap- 
proach in some detail, for in the cases involving commodity pur- 
chases made on credit and payable in a foreign currency which then 
depreciates relative to the United States dollar, the courts have 
sometimes developed strained and improbable theories to account 
for taxing the taxpayer’s economic gain as ordinary income. The 
Joyce-K oebel Co.,* for example, held that the taxpayer was an in- 
vestor or speculator in foreign exchange: ‘‘it [the taxpayer] may 
derive a profit or sustain a loss on the exchange operation, but the 
cost of the goods to it is not affected by such profit or loss.’’ #* The 
Tax Court has used similar language in cases decided as recently as 
1955 and 1957.% And Willard Helburn, Inc.® analogized the tax- 
payer, a buyer on credit of New Zealand lambskins, to one who had 
borrowed the foreign currency and taken advantage of its subse- 
quent depreciation in value to pay off the loan at a decreased dollar 
cost, thus incurring taxable gain. The result is right, as the Court of 
Appeals for the First Circuit said, affirming, but it is something else 
again ‘‘whether or not the Tax Court decisions enunciate with suf- 
ficient clarity and consistency the guiding principles to be applied in 
this field of the tax law.’’ 17 The Court of Appeals pointed out that 


13 6 B.T.A. 403 (1927). 

14 Id. at 406. Describing foreign currency purchases incidental to an underlying com- 
mercial transaction as speculation or investment in foreign exchange is often reinforced 
by analogizing such foreign exchange transactions to short sales in foreign currency. See, 
e.g., Stuetzer, Tax Problems Raised by Foreign Currency Devaluation and Blocked Foreign 
Income, 6 Tax L. Rev. 255 (1951). However, the authoritative judicial view would seem 
to have been expressed by the Supreme Court in Bowers v. Kerbaugh-Empire Co., 271 U.S. 
170, 175 (1926) : ‘‘ [The Commissioner] insists that in substance and effect the transaction 
was a ‘short sale’ of marks resulting in gain... . But there is no similarity. ... A short 
seller borrows what he sells, and the purchase price goes to the lender and is retained as 
security for repayment. The seller receives nothing until he repays the loan. ... [This com- 
pany] needed the money for use and received the amount borrowed and expended it.’’ The 
short sale analogy is attacked by Klarmann, Gains and Losses on Foreign Exchange, 29 
TAXES 717 (1951). 

15 Church’s English Shoes, Ltd., 24 T.C. 56, 59 (1955), aff’d per curiam, 229 F.2d 957 
(2d Cir. 1956) ; Bennett’s Travel Bureau, Inc., 29 T.C. 350 (1957). 

16 20 T.C. 740 (1953), aff’d, 214 F.2d 815 (1st Cir. 1954). 

17 Willard Helburn, Inc. v. Comm’r, 214 F.2d 815, 819-820 (1st Cir. 1954). The com- 
mentators have been much blunter. Klarmann, supra note 14, at 717, observes that ‘‘the 
Code is silent ... [and] it is not easy to find any leading ideas in th[e] decisions and 
rulings, since they seem to contradict each other frequently.’’ And Roberts, Effect of Block- 
ing of Currency on Gain or Loss in PROCEEDINGS OF NEW YoRK UNIVERSITY SEVENTH AN- 
NUAL INSTITUTE ON FEDERAL TAXATION 1243 (1949), concludes that ‘‘it must be evident 
that the law on blocked currency is in the early stages of development and the contours can 
only dimly be seen... . [T]he subject is fraught with uncertainty and pitfalls.’’? Seaboard 
Finance Co. v. Comm’r, 225 F.2d 808 (9th Cir. 1955), professedly ruled by the Court of 
Appeals for the First Circuit’s opinion in Helburn, would seem to justify still blunter lan- 
guage. The taxpayer had acquired Canadian dollars with American dollars and was repaid 
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identical results are reached, at least in this case, whether the pur- 
chase of lambskins and the purchase of pounds are viewed as two 
separate transactions or as two integrated parts of the same trans- 
action. In the former view, cost of goods sold is unaffected, and taxa- 
tion is imposed solely because of a ‘‘windfall’’ profit in foreign ex- 
change. It is unnecessary to discuss speculation, investment, or 
borrowing and lending. In the latter view, cost of goods sold is re- 
duced, thereby increasing taxable net profits. What the taxpayer 
wanted in Willard Helburn was to compute its cost of goods sold at 
the original higher rate of exchange for the pound, without recog- 
nizing any gain from the foreign exchange transaction—as the 
Court of Appeals for the First Circuit said, an ‘‘impossible posi- 
tion.’’ 18 

Much of the confusion stems from the uneasy parallel between the 
extension of credit on debts payable in a foreign currency and ordi- 
nary loans incurred in a foreign currency. In both situations, eco- 
nomic gain occurs when the foreign currency depreciates relative to 
the United States dollar, and either payment or repayment is made 
at the new lowered rate. As we have seen, in the credit extension 
cases economic gain has been uniformly found to be taxable gain. 
The results in the foreign currency loan cases have gone precisely 
the other way. In B. F'. Goodrich Co., ° for example, the taxpayer 
borrowed francs worth, at the then rate of exchange, $650,000. The 
loan was paid off after relative depreciation of the franc vis-d-vis the 
dollar at a cost of only $514,000.*° The number of francs borrowed, 


(the underlying transaction would take a full page to describe) at a time when the Canadian 
dollar had appreciated relative to the American dollar. Taxpayer claimed a gain, non-tax- 
able in Canada but available as a credit against its United States tax. The Commissioner 
and the Tax Court could find no gain. But the Court of Appeals for the Ninth Circuit con- 
strued one portion of the transaction as a hedging operation (which it was not), resulting 
in neither gain nor loss; then, finding no hedging-type setoff for the remainder of the trans- 
action, it concluded that as to this portion gain had in fact resulted. The extreme unreality 
of this complicated process stems from the simple fact that only one side of the so-called 
hedging operation had actually taken place. The Court spoke of an offsetting loss which 
**eould have’’ occurred, treated it as ‘‘recognized,’’ and applied it in reduction of a gain 
which, in its own language, ‘‘ was a... gain’’! (emphasis added). 

18 Willard Helburn, Inc. v. Comm ’r, supra note 17, at 819. 

19 1 T.C, 1098 (1943). 

20 It has been suggested that the Tax Court viewed the Goodrich transaction as incom- 
plete. 5 MERTENS, op. cit. supra note 12, at § 28.82 n. 40, and 2 MERTENS, FEDERAL INCOME 
TAXATION § 12.51 n. 22 (1955). This would turn the case into a holding on conventional real- 
ization grounds. However, there were two transactions involved in Goodrich: the loan in- 
curred by the Goodrich Co. and the loan which the Goodrich Co. made to a French sub- 
sidiary. The loan incurred by the Goodrich Co. was paid off, and it is this closed transaction 
with which the opinion deals. The loan made by the Goodrich Co. to its French subsidiary, 
on the other hand, remained open on the Company’s books. As to this second transaction, 
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however, and the number repaid remained constant. Since the debt 
was never expressed in United States dollars, and there was neither 
gain nor loss in the foreign currency, the Court found nothing which 
it could convert into dollars and declare to be taxable gain. ‘‘ A mere 
borrowing and returning of property does not result in taxable gain. 
... We know of no theory upon which the $136,970.23 may be included 
in income. ...’’ 7 It is submitted that if the cases taxing gains from 
foreign currency depreciation where the foreign currency is pur- 
chased as part of an international trade transaction are correct, then 
the Goodrich result is wrong. It is submitted further that by main- 
taining the two lines of decisions side by side the courts have placed 
themselves in an absurd position. It is indeed their failure to find a 
theory which would cover these two types of situation which has 
been, in this view, their undoing. 

The theory upon which the courts seem to have operated in the 
foreign currency loan cases is this. We may recognize two functions 
performed by money as such: a medium of exchange function and 
a value function. The money of each nation serves in these dual 
capacities, say the courts, only within the country of its origin (or 
its dependencies). In terms of non-United States currencies, the 
United States dollar is only a measure of value and not a medium of 
exchange.”” In terms of other currencies, so the theory runs, the 
United States dollar is in effect only a commodity, property to be 
bought and sold as, for use within the United States, it can obviously 
never be bought or sold; one dollar is as much like another dollar as 
any unit of fungible goods is like any other unit. And ‘‘our tax law 
does not measure assets in terms of marks, franes, or kronen, any 
more than in terms of wheat or pig iron.’’ ** The Goodrich case makes 
quite explicit reference to the theory: ‘‘no real gain or loss could re- 
sult from the mere borrowing and return of fungible property.’’ * 

Once foreign money has been thus reduced to non-monetary, com- 


the Court refrained from expressing any definite view: ‘‘that transaction has not been 
closed, and the question of whether it will result in gain or loss is one which ean not be 
decided at this time.’’ B. F. Goodrich Co., 1 T.C. 1098, 1103 (1943). 

21 B. F. Goodrich Co., supra note 20, at 1103-1104. 

22 Though as to the extra-territorial status of the United States dollar, see Hoirs-Setton 
et autres v. Compagnie Universelle du Canal Maritime Suez, cited by Nussbaum, The Legal 
Status of Gold, 3 Am. J. Comp. Law 360, 368 n. 51 (1954), in which opinion the Appellate 
Court of Alexandria, in order to determine the current value of the ‘‘Germinal’’ france of 
1803, used the United States dollar as what Nussbaum calls ‘‘the universally accepted 
monetary yardstick.’’ Id. at 369. And OLIVECRONA, THE PROBLEM OF THE MONETARY UNIT 
87 (1957), points out that ‘‘if gold were not a reliable means of obtaining dollars, it is very 
doubtful what its purchasing power would be.’’ . 

23 Frederick Vietor & Achelis v. Salt’s Textile Mfg. Co., 26 F.2d 249, 255 (D.Conn. 1928). 

24 B. F. Goodrich Co., supra note 20, at 1104; emphasis added. 
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modity status, it may be analogized to any commodity which either 
increases or decreases in value. The purchaser of a thousand identi- 
cal cars will rejoice when their price goes up, but this is no concern 
of the Tax Commissioner. The purchaser has clearly benefited ‘‘by 
the transaction but not every benefit can result in taxable gain.’’* 
It is only when the purchaser disposes of his thousand cars and re- 
ceives more dollars than he paid for them or receives property worth 
more dollars, that taxable gain is incurred. This never happens, say 
the courts, when the taxpayer has borrowed a thousand identical cars 
or a thousand identical frances, because his repayment is also a thou- 
sand cars or francs—in either case simply ‘‘fungible property.’’ 

The difficulty is that when the value of the franc in terms of United 
States dollars has shifted, the franc is not fungible property. The 
1940 franc and the 1950 franc are, in dollar terms, not at all the same 
thing. The franc is property, indeed, only in the sense that there is a 
market in which it can be and is bought and sold. But this does not 
make it any the less money, any the less a medium of exchange.”* We 
must of course assume, contrary to fact, that in a given country the 
national currency is of constant, never-changing value. For the 
French the frane must be fungible, as for us the dollar must be. An 
important reason for creating national money is precisely to avoid 
such internal fluctuations, creating a medium of exchange which 
does not vary and in terms of which all other internal values may 
therefore be expressed. We could'as well express values in terms of 
cars, washing machines, or widgets, as in terms of a national cur- 
rency subject to continual changes in declared internal value.” 

But the fungibility of a given foreign currency at different times 
is, in United States dollar terms and in a world of currencies which 
constantly shift in value relative to the United States dollar, non- 
existent. We know that in the United States the dollar is worth less 
in terms of purchasing power, although not in declared internal 
value, than it was worth ten years ago. Yet there is no possibility of 
exchanging our 1959 dollars for 1949 dollars. However, when the 
franc is worth less in terms of the 1959 dollar (whatever the purchas- 
ing power of that dollar in the United States), if we have an out- 
standing franc loan we can and do purchase more francs for each 
dollar expended than would have been possible at the franc/dollar 
rate of exchange prevailing when the loan was made. 


25 William H. Coverdale, 4 TCM 713 (1945). 

26 See Kades, supra note 7. 

27 For a brief discussion of such proposals, see NUSSBAUM, MONEY IN THE Law, Na- 
TIONAL AND INTERNATIONAL 28-31 (1950). 
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For tax purposes we do not have, in the foreign currency loan sit- 
uation, the two alternative approaches discussed above in connection 
with the Court of Appeals opinion in Willard Helburn. There is only 
the one transaction—the borrowing and repayment of the foreign 
currency loan—and there is no cost of goods sold. But it should not 
be difficult to see that a taxpayer who takes out a franc loan in 1933, 
carries it on his books at $650,000, and then discharges it for only 
$514,000, has had $136,000 of taxable gain. It should not be difficult, 
at least, if we recognize that a taxpayer liable to United States in- 
come taxation necessarily conducts all of his business in terms of 
United States dollars.” A franc loan should be no different in this re- 
spect than any other transaction in the ordinary course of business. 
The taxpayer incurs a business liability and is fortunate enough to 
discharge it for less than its face value as that value is converted into 
United States dollars. It must be so converted. The courts recognize 
this necessity at the same time as they in effect maintain that a franc 
loan cannot be converted into dollars because it is not made in dol- 
lars. Yet it has value in dollar terms, both when made and when dis- 
charged. The inconsistency is plain. 

Nor are the courts entirely unaware of this. The concurring opin- 
ion of Judge Opper in the Tax Court decision in Willard Helburn * 
advocates overruling the earlier North American Mortgage Co.*° 
case, apparently feeling that this could be done by restricting rather 
than overruling Goodrich. The taxpayer in North American Mort- 
gage had borrowed Dutch guilders, converted them to United States 
dollars, and made dollar loans within the United States at profitable 
rates of interest. The loans were repaid in dollars, including the tax- 
payer’s clearly taxable increment of interest. The proceeds were 
then reconverted into guilders, both in order to transfer profits to 
the taxpayer’s home country and in order to enable the taxpayer to 
repay its guilder loans. Between the time of converting guilders to 
dollars and of converting dollars back into guilders, the relative 


28 The Tax Court clearly did not agree in B. F. Goodrich Co., supra note 20, at 1104: 
‘*Had it [taxpayer] recorded these transactions using the French monetary system instead 
of our own, it would have recorded no profit. Since mere bookkeeping entries can not create 
a profit, they should not be used as a basis for taxing this petitioner with a profit which it 
never realized.’’ However, since the transaction was a closed one, see note 20 supra, the tax- 
payer could not have recorded it, using franc rather than dollar entries, or, had it so re- 
corded, it would have been obliged to convert its frane entries into dollar terms in order to 
file its return for the taxable year in which the transaction was closed. To talk of ‘‘mere 
bookkeeping entries’’ is therefore to assume the conclusion. 

29 Willard Helburn, Inc., 20 T.C. 740, 744 (1953). 

8018 B.T.A. 418 (1929). After Willard Helburn, the Commissioner withdrew his acqui- 
escence in North American Mortgage. 1955-1 Cum. BULL. 8. 
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value of the guilder in United States dollar terms had vastly depre- 
ciated. Accordingly, the taxpayer was able to acquire many more 
guilders than it had originally borrowed. The Court held that no 
gain or loss had occurred.*" 

... The original loans amounted to $445,000 and this was the amount re- 
paid. To this extent there was neither gain nor loss. . . . It will not do to whip- 
saw the taxpayer by computing the original loan in dollars when guilders 
were high and then using the depreciated guilder at the time of repayment to 
find a gain. The fact that when repaid the $445,000 could buy more guilders 
... than in the earlier years of loan is no more significant than if more com- 
modities could be bought with it. The measure of income is the United States 
dollar and not the foreign money which at a given time it may be used to buy. 


The rub is that two loans are involved, not simply one. The tax- 
payer’s dollar loans are no more taxable by the United States than 
any other dollar borrowing and repayment. But reconversion into 
guilders resulted in paying off the taxpayer’s guilder loans at a sub- 
stantial gain to taxpayer. Of course, the amount of that gain in dollar 
terms was less than it would have been at the original, higher guil- 
der/dollar rate of exchange.*” This presents no difficulty, for United 
States tax would be imposed upon income measured at the new lower 
rate, thus automatically adjusting the tax to the actual economic 
gain. Had there been, however, only the dollar loan, reconversion 
into guilders would be as irrelevant, United States tax-wise, as the 
North American Mortgage case-considered it to be. Tax conse- 
quences would then be for the Dutch government to calculate. It 
might also be argued upon the facts as they actually arose that the 
gain caused by the relative depreciation of the guilder was in any 
case not income from a United States source. It would then not be 
taxable by the United States, the lending company not being a United 
States corporation, but simply licensed to do business here. The 
argument does not seem persuasive, since the guilder loan was an 
essential part of an over-all transaction which included the dollar 
loan as well; without the guilder loan there would have been no 
profits of any sort, whether of interest or consequent upon guilder 
depreciation. 

81 Id. at 422-423, 

32 ‘* Fluctuations in the value of a foreign money ... frequently may not affect its value 
as a medium of exchange in the foreign country. .. . Consequently, .. . fluctuations in such 
market price may not furnish any measure of tax benefit or detriment. The case of B. F. 
Goodrich Company may rest on this rationale.’’ Kades, supra note 7, at 371. North Amer- 
ican Mortgage might also rest on this rationale, were it in fact applicable. But since the 


United States taxes only in dollar terms, the purchasing power of the foreign currency is 
irrelevant. It is the value of the foreign currency in dollar terms which is all-controlling. 
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Apart from loans made in foreign currencies and purchases of 
foreign currencies made incidentally to purchases abroad of mer- 
chandise and the like, there are a variety of other ways in which per- 
sons liable to United States taxation may experience economic gain 
or loss from the depreciation of foreign currencies. The United 
States taxpayer may provide services abroad, receiving payment in 
the local currency only after delays which coincide with a decline in 
the dollar value of that currency. When the local currency is con- 
verted into dollars, it has been held that the taxpayer incurs a de- 
ductible loss, calculated by means of the differential between the 
original and the depreciated rates of exchange.** An enterprise 
which extends across national boundaries and must therefore con- 
tinually buy and sell sums of foreign currency may deduct losses 
due to changing rates of exchange.** And a taxpayer who purchases 
foreign currency with United States dollars, expecting to turn a 
profit when the foreign currency increases in value, may deduct the 
loss which follows when the foreign currency fails to rise in value 
by the time of a subsequent closing out of the transaction.* Without 
such a closing out the taxpayer has neither gain nor loss, but only 
unrealized appreciation or shrinkage.** Where the foreign currency 
has become substantially worthless, the taxpayer may write it off as 
worthless and deduct the original dollar cost; no sale or other dis- 
posal is necessary.*’ German marks bought for $4,700 and worth on 
December 31, 1923, $0.000,000,132,008 are substantially worthless.* 
A debt owed in Hungarian kronen, worth about $10,000 at 1916 rates 


33 Foundation Co., 14 T.C. 1333 (1950). See also Credit & Investment Corp., 47 B.T.A. 
673 (1942). 

34 Louis Roessel & Co., Ltd., 2 B.T.A. 1141 (1925). 

35 James A. Wheatley, 8 B.T.A. 1246 (1927). 

36 Tsivoglou v. United States, 31 F.2d 706 (1st Cir. 1929) ; Haviland v. Edwards, 20 F.2d 
905 (2d Cir. 1927) ; Hugo F. Urbauer, 7 B.T.A. 846 (1927) ; Theodore Tiedemann & Sons, 
Ine., 1 B.T.A. 1077 (1925). Foreign subsidiaries of a United States corporation have been 
held to constitute an exception to this rule. Frederick Vietor & Achelis v. Salt’s Textile 
Mfg. Co., 26 F.2d 249 (D.Conn. 1928). There, a United States corporation was allowed to 
deduct from its French subsidiary’s current assets the net year-end decline caused by rela- 
tive depreciation of the franc vis-A-vis the United States dollar. The opinion is not entirely 
clear ; the Court’s rationale seems to be that ‘‘ whatever it [taxpayer] had in France it drew 
from America; and, unless it gave back to America more than it drew, it is idle to speak of 
profits.’’ Id. at 255. A foreign branch of a United States corporation would, of course, not 
come under the Salt’s Textile doctrine. For a Tax Court discussion of foreign branches, see 
American Pad & Textile Co., 16 T.C. 1304 (1951), especially at 1311. 

37 Charles M. Howell, 21 B.T.A. 757 (1930), aff’d, 59 F.2d 1053 (8th Cir. 1932) ; John B. 
Lewis, 19 B.T.A. 997 (1930) ; Louis Stern, 5 B.T.A. 870 (1926) ; Carl Stern, 5 B.T.A. 871 
(1926). ‘ 

38 Louis Stern, 5 B.T.A. 870 (1926). 
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of exchange but worth only $132 (with accrued interest) in 1920, 
is mere shrinkage.* 


II. Tax Consequences or Foreign Excuance ContTROLs 


We have been tacitly assuming that the United States taxpayer 
who acquires foreign currency will have no difficulty in exchanging it 
for United States dollars. The assumption is, of course, unrealistic. 
Almost all countries now exercise more or less severe controls over 
the international movements of national currencies.*° Convertibility 
into dollars, which is the process that here concerns us, may be re- 
stricted in varying degrees or may be entirely prohibited. If the re- 
strictions take the form of a system of multiple exchange rates, cer- 
tain types of businesses or transactions being granted convertibility 
to dollars at more favorable rates than are granted to other types, 
there will be the problem of choosing the exchange rate relevant for 
United States income tax purposes. Multiple exchange rates may 
coexist with an officially promulgated exchange rate; the multiple 
rates may be disguised in various ways and be labelled something 
quite different.*t And the most common system of multiple exchange 
rates, that caused by the operations of the free market in foreign 
currencies, usually exists without any direct control by the govern- 
ments whose currencies are there traded—traded of in violation of 
the laws of those countries. Though some countries do recognize and 
control the free market within their boundaries, the free market to 
which United States courts usually look—that in New York—is quite 
independent of direct foreign control.*? Finally, there may be no 
known dollar value at all for a foreign currency, in which case it may 
be possible to estimate one, or it may be necessary to conclude that 
no exchange rate at all can be declared, the foreign currency be- 
ing under the circumstances entirely non-convertible vis-a-vis the 
United States dollar. Clearly, the nature and extent of exchange con- 
trol restrictions upon convertibility into dollars will bear heavily on 
any determination of section 61 income. Entire non-convertibility 
will usually act to postpone or eliminate realization, and limited con- 


89 Hugo F. Urbauer, 7 B.T.A. 846 (1927). 

40 See, generally, MIKESELL, FoREIGN EXCHANGE IN THE PosTWAR WorLD (1954), and 
Comment, 61 Yate L.J. 1181 (1952). 

#1 As, ¢.g., by creating these disguised rates under the name of export retention quotas. 
See MIKESELL, op. cit. supra note 40, at 180-181. 

42 ‘*[T]llegal foreign exchange transactions generally involve the residents of at least two 
countries though they usually contravene the laws of only one.’’ Id. at 190. I have here 
adopted Mikesell’s terminology, calling the New York free market ‘‘unofficial’’ rather 
than ‘‘black’’ or ‘‘ grey.’’ 
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vertibility will set Commissioner and courts to determining applic- 
able exchange rates.** 


A. DETERMINING TAXABILITY 


1. The Courts 


The cases, still not numerous, are on most points in a worse mud- 
dle than are those dealing with the tax effects of foreign currency 
depreciation. There is a tendency to hold that ‘‘total blocking,’’ .e., 
exchange control restrictions which entirely prevent conversion into 
dollars, will make income received in a foreign currency not taxable 
under United States law.** When, for example, a taxpayer receiving 
income in German marks was confronted with such rigid German 
exchange control regulations that his foreign agents ‘‘were unable 
to pay over or credit to the petitioner any of the amounts received... 
in such a way that the petitioner could obtain or use the money out- 
side of Germany,’’ there was no dollar gain for the United States to 
tax.** The taxpayer could have reinvested his blocked marks within 
Germany on a long-term basis, but the proceeds from such invest- 
ments would still have had to be paid into a blocked account. Simi- 
larly, a taxpayer who received rubles in return for services per- 
formed in Russia, but who was unable to make use of such rubles 
outside or even inside Russia, has not experienced taxable dollar 
gain.** Nor has a corporation whose profits from operations in Japan 
are held in a three-year escrow, under iron-clad agreements pre- 
venting any dollar conversion whatever, incurred taxable dollar 
gain.*’ It was immaterial that the taxpayer’s yen profits were held in 
dollars by a Japanese controlled bank in San Francisco; as far as the 
taxpayer was concerned its money might just as well have been 
blocked in Japan as in San Francisco.** In all of these cases the 


43 ‘Tn deciding the primary question whether income or gain or loss is reportable, it is 
generally immaterial whether the taxpayer is on the cash or accrual basis.’’? Angel and 
Kramer, Income-Tax Problems Arising From Foreign Currency Restrictions and Devalua- 
tion, 86 J. AccounTANCY 502, 503 (1949). The authors go on to note that in case of 100 
per cent blockage ‘‘ the same facts prevent the accrual as well as the receipt of the income.’’ 
And since the income then depends on future unblocking, it is ‘‘ neither fixed nor determin- 
able, need not be and cannot be accounted for today under any system of accounting.’’ 

44 Conversely, of course, convertibility into United States dollars, at whatever the rate of 
exchange, is tantamount to taxability. See Credit & Investment Corp., 47 B.T.A. 673 (1942). 

45 International Mortgage & Investment Corp., 36 B.T.A. 187, 188 (1937). 

46 Stuart, James & Cooke, Inc., P-H B.T.A. Mem. DEc. 38,095. 

47 United Artists Corp. of Japan, 3 TCM 574 (1944). 

48 Another variety of total blocking occurs in Samuel Bird, 4 B.T.A. 259 (1926), and 
The Murchison Nat’] Bank, 1 B.T.A. 617 (1925), in both of which cases taxpayers were al- 
lowed to deduct the full United States purchase price of Imperial Russian bonds on the 
ground of complete worthlessness. The Soviet Russian Government having absolutely re- 
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affirmative burden of proof is on the taxpayer, and it is heavy enough 
so that he will frequently fail.*® This is nowhere better illustrated 
than by the topsy-turvy Corn Products * case. In no other case has 
the taxpayer argued that blocked income was in fact convertible 
and converted into dollars; in no other case has the Commissioner 
opposed the inclusion of such funds in taxable dollar income.*! The 
Commissioner prevailed, the severe burden of proof not having been 
met. 

The first exception to this ‘‘rule’’ of non-taxability when foreign 
income is totally blocked is the doctrine of ‘‘specific legislation,’’ 
first broached by the Tax Court decision in the Eder ** case. The tax- 
payers there were shareholders of a Columbian personal holding 
company, which had undistributed net income that Columbian ex- 
change control regulations prevented it from distributing except in 
Columbian pesos.* The taxpayers argued that there could be no con- 
structive receipt of dollar income which by Columbian law they 
could not receive. The Tax Court ruled that constructive receipt was 
not the issue. The taxability of the undistributed personal holding 
company income was determined by a United States statute, specific 
legislation which contained ‘‘nothing ... remotely suggesting that 
foreign laws or regulations may affect the imposition of the tax.’’ * 
What precedents there then were tended to support the taxpayer ; by 
relying entirely on specific legislation the Tax Court rendered all 
precedents—indeed, all case law~—irrelevant. The principal and al- 
most the sole echo of this approach has been in Max Freudmann.” 
But it has not been very much used by the courts, though it has not 
been repudiated. The Court of Appeals for the Second Circuit, in 
affirming the Eder holding of taxability, neither avows nor disavows 
the Tax Court’s theory, devoting a few sentences at the end of its 


pudiated all such bonds, there was no United States market for them, and ‘‘there were no 
steps which could be taken to enforce the indebtedness.’’ 4 B.T.A. at 261. 

49 See, e.g., Corn Products Refining Co. v. Comm’r, 215 F.2d 513 (2d Cir. 1954) ; Edmond 
Weil, Inc. v. Comm’r, 150 F.2d 950 (2d Cir. 1945) ; Credit & Investment Corp., 47 B.T.A. 
673 (1942). See also Casey, A Failure of Proof in the Tax Court, 6 Tax L. REv. 227 (1951). 

50 Corn Products Refining Co. v. Comm’r, 215 F.2d 513 (2d Cir. 1954), cert. denied, 348 
U.S. 911 (1955), aff’d on other issues, 350 U.S. 46, rehearing denied, 350 U.S. 943 (1956). 

51 The taxpayer’s object in attempting to increase taxable income for 1939 was to in- 
crease its excess profits credit and thereby reduce its excess profits tax for 1942. The game 
was undoubtedly worth the candle. 

52 Phanor J. Eder, 47 B.T.A. 235 (1942). 

53 This is something of an over-simplification, since after a period of total blocking the 
Columbian company was allowed to distribute $1,000 per month in United States dollars, 
and this amount was in fact transmitted to the taxpayers. 

54 Phanor J. Eder, supra note 52, at 240. 

55 10 T.C. 775, 796 (1948). 
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opinion to the validity of legislation taxing income which for one 
reason or another cannot be distributed.* 

The Court of Appeals for the Second Circuit’s opinion in Eder is, 
strangely enough, the source of the second exception to the ‘‘rule’’ 
that totally blocked foreign income is not taxable. The Tax Court 
had held that conversion from Columbian pesos to United States 
dollars should be at the official rate of exchange. This, said Judge 
Frank, was clearly wrong. On the other hand, the taxpayers might 
not have been able to transfer their blocked pesos, but ‘‘still there 
can be no denying that the taxpayers could have invested, or spent 
the ‘blocked’ pesos in Columbia and, as a result, could there have 
received economic satisfaction.’’ °’ The sole issue thus becomes de- 
termining the exchange rate which will reflect the amount of eco- 
nomic satisfaction enjoyable in the foreign country by the taxpayer 
recipient of the foreign currency. ‘‘Perhaps,’’ suggested Judge 
Frank, this ‘‘can be measured on the basis of the respective price 
indices in the United States and Columbia, restricting the commod- 
ities included in the indices to those which couid readily be pur- 
chased in Columbia in the taxable year; perhaps there are other 
available legitimate bases.’’ °* The unworkable complexity of any 
such calculation is demonstrated by the Tax Court’s procedure on 
remand. Expert testimony was sought, evidence was duly collected, 
and then economic satisfaction was solemnly declared to be measur- 
able by a peso/dollar exchange rate exactly one-half (to four fig- 
ures) the official rate previously employed.” 

Economic satisfaction was referred to by the Court of Appeals 
for the Second Circuit in Edmond Weil, Inc. v. Commissioner © 
where, however, it was not necessary to the decision, the taxpayer 
having failed to establish Eder-type blocking. And the Court of Ap- 
peals for the Second Circuit also employed economic satisfaction in 
a recent estate tax case.*! Max Freudmann gives passing support to 
the doctrine, though the Tax Court’s main reliance seems to be the 
specific legislation approach.” And Ceska Cooper ® makes economic 
satisfaction the basis of its holding that blocked British pounds are 


56 Eder v. Comm’r, 138 F.2d 27 (2d Cir. 1943). 

57 Id. at 28. 

58 Ibid. 

59 3 TCM 460 (1944). 

60 150 F.2d 950 (2d Cir. 1945). 

61 Waterman’s Estate v. Comm’r, 195 F.2d 244 (2d Cir. 1952). 

62 Max Freudmann, 10 T.C. 775, 797 (1948). Roberts, supra note 17, at 1236, suggests 
that the Tax Court may have had its eye on the Court of Appeals for the Second Circuit, 
when and if the case was appealed. : 

63 15 T.C. 757, 764-765 (1950), citing Eder and Max Freudmann, 
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taxable: ‘‘they were freely expendable by petitioner anywhere in 
the sterling area and we think that makes them taxable income.’’ 
But these later affirmations of the economic satisfaction doctrine 
confine its use to the issue of taxability vel non. In Ceska Cooper the 
Tax Court went directly to the New York free market exchange 
rate. In Max Freudmamnn ® the Tax Court used the official exchange 
rate; in the recent estate tax case in the Court of Appeals for the 
Second Circuit, Waterman’s Estate v. Commissioner,® the official 
rate was also employed. In Edmond Weil both the Tax Court and the 
Court of Appeals for the Second Circuit, in affirming, used the 
‘‘commercial’’ or New York free market rate.” 

It is reasonably clear accordingly that economic satisfaction, like 
specific legislation, is a test of taxability and not a method for deter- 
mining applicable exchange rates. Specific legislation as a test for 
the taxability of blocked income has little to recommend it. In the 
one case where it is solely controlling, the Tax Court’s Eder ® opin- 
ion, it seems demonstrably wrong. The Columbian personal holding 
company could there have effected a full distribution in blocked 
pesos, which would very probably have resulted in non-taxability 
and would have been economically the same thing as no distribution 
at all as far as the taxpayer-shareholders’ dollar receipts were con- 
cerned. If the Tax Court’s statutory prop could so easily be with- 
drawn, without changing the taxpayer’s dollar situation, it would 
seem that the Court could as readily have found the statute not to 
proscribe consideration of foreign exchange controls, the statute 
being silent one way or the other. Economic satisfaction as a test 
of taxability has more to recommend it, particularly where the tax- 
payer is at times physically present in the foreign country and able 
to make personal use of his blocked funds, as was one of the three 
taxpayers in Eder. It is also more clearly applicable to taxpayers 
with relatively large holdings in the foreign country than to those 
with insubstantial holdings. Investment potential, as well as other 
manipulative possibilities which could be considered as economic 
satisfaction, are more or less directly correlative to available finan- 
cial resources.® As a judicial safety valve for the rule of non-tax- 


64 Ibid. 

65 10 T.C. 775 (1948). 

66 195 F.2d 244 (2d Cir. 1952). 

67 Edmond Weil, Inc., 3 TCM 844 (1944), aff’d, 150 F.2d 950 (2d Cir. 1945). Judge 
A. N. Hand did note that had the taxpayer proved Eder-type blocking, an Eder-type remand 
and calculation would be in order. Edmond Weil, Inc. v. Comm’r, supra note 60, at 951. 

68 Phanor J. Eder, supra note 52. 

69 See Klarmann, Taxation of Income in Blocked Currency, 28 TaxEs 477 (1950), and re- 
ply letter by Roberts, id. at 514. 
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ability because of non-convertibility, the economic satisfaction doc- 
trine, if carefully employed, can provide needed flexibility. 


2. Administrative Decisions 


The commentators have been unanimous on only one major point 
in this entire area, and that is the need for some statutory guide- 
lines.7° Congress has considered legislation—vide the Magill Report 
of 1947 ““—but nothing has as yet been enacted. The section 61 def- 
inition of gross income is the only provision of the 1954 Code which 
is in point, and obviously it is not of much help. The Commissioner 
has issued a ruling, Mimeograph 6475,” which seems intended to 
provide badly needed guidance. Unfortunately, the Mimeograph is 
not of much help either. As later amended,” it provides essentially 
that taxpayers may, by the time of filing returns for a given year, 
elect to treat income received in blocked foreign currencies as defer- 
able income. Blocked foreign currencies are defined as those ‘‘not 
readily convertible into U.S. dollars.’? Deferred income which be- 
comes readily convertible, or is converted, or is conveyed by gift 
or because of the taxpayer’s death, or is held by a resident alien 
about to depart from the United States, becomes taxable in the year 
in which any of the enumerated events occur. Clearly, this is no ad- 
vance over prior case law; it may well represent, from the tax- 
payer’s point of view, a worsening of the situation. The taxpayer 
who makes a Mimeograph 6475 election may be subject to unusually 
high rates of taxation if large sums of deferred income suddenly 
cease to be deferable.** The taxpayer, who under the same circum- 
stances refrains from an election, stands an excellent chance of 
spreading his taxable income over a number of years, at more advan- 
tageous rates. Had the taxpayer in Ceska Cooper,” for example, 
made a Mimeograph 6475 election, she would have become taxable on 
the full amount of blocked British pounds when the war ended and 
she returned to England. As it was, she was taxable only year by 
year, and at the free market rate. The Mimeograph says nothing as 
to applicable exchange rates. 

70 See especially Angel and Kramer, supra note 43, at 505. 

71 Discussed and severely criticized by Roberts in Taxability of Income Received in 
Blocked Currency, 86 J. ACCOUNTANCY 231 (1948). 


72 1950-1 Cum. BULL. 50. 

73 Mim. 6494, 1950-1 Cum. Buuu. 54; I.T. 4037, 1950-2 Cum. BuLu. 31; Mim. 6584, 
1951-1 Cum. Butt. 19. 

74 No cases dealing with the consequences of unblocking have been found. Some of the 
possible problems are raised by Roberts, supra note 17, at 1239 et seq. 

75 15 T.C. 757 (1950). 
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Nor are the unfavorable tax rates which may result from deferred 
income suddenly becoming taxable the only difficulties with Mimeo- 
graph 6475. Making taxability dependent upon the taxpayer’s con- 
tinued personal existence may be an unreasonable standard, since 
it bears no relationship to whether or not the foreign currency in 
question amounts to section 61 income. It must be conceded, how- 
ever, that postponing taxation until years after the taxpayer’s 
death would present serious administrative problems. It might be 
possible to strike a compromise by providing that the persons 
inheriting or otherwise receiving a deceased taxpayer’s deferred 
foreign income must bind themselves to accept it upon the same con- 
ditions as did the deceased, 7.e., subject to Mimeograph 6475. Later 
un-blocking or any other cause for ending deferral would then simul- 
taneously create taxable income and the means with which to pay 
the tax imposed. When and if the persons receiving a decedent’s 
foreign income deferred under the Mimeograph refuse so to bind 
themselves, it would be proper to assess the tax at that point. Fur- 
ther, such a compromise would strike a balance between Mimeograph 
6475 as it now stands and declared Congressional policy of the kind 
contained in section 451(b) of the 1954 Code.” 

And the same general principles would be applicable to the de- 
ferred foreign income of aliens who are departing from the United 
States, again a situation in which the standards for taxability of the 
Mimeograph bear no relationship to the determination of section 
61 income. It might be necessary to require the posting of a bond 
limited to some specified period and forfeitable at the end of that 
period unless the taxpayer shows cause for renewing it for another 
such period. The amount of the bond could be determined by the tax 
which would be assessed at the time of the alien’s departure, that is, 
the tax assessable on the foreign income as converted to dollars at 
the applicable exchange rate prevailing at the date of the alien’s 
departure. Such a bond would protect both taxpayer and Govern- 
ment and guarantee a desirable measure of flexibility. 

By compelling the taxpayer to make his election not later than 
the time of filing his return, the Mimeograph prevents him from 
waiting until the Commissioner has declared himself as to the tax- 
ability or non-taxability of a specific item of foreign income. Espe- 
cially since ‘‘readily convertible into U.S. dollars’’ is not a rigid, 


76 Section 451(b) reads: ‘‘In the case of the death of a taxpayer whose taxable income is 
computed under an accrual method of accounting, any amount accrued only by reason of the 
death of the taxpayer shall not be included in computing taxable income for the period in 
which falls the date of the taxpayer’s death.’’ 
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self-explanatory standard for determining what is and is not blocked 
income, a taxpayer in borderline situations is compelled to deter- 
mine for himself, and to his possible disadvantage, whether Mimeo- 
graph 6475 applies. If the taxpayer chooses to make no election on 
the theory that the Mimeograph would be inapplicable, the Commis- 
sioner’s contrary determination would come at a time when the elec- 
tion, even if desired, would be no longer possible. 

Other difficulties with the Mimeograph include determination of 
how a loss ceases to be deferable, the Mimeograph providing that 
‘‘losses shall also be taken into account’’; determining what is 
meant by ‘‘direct expenses in U.S. dollars’’; determining the effect 
of the Mimeograph on an accrual basis taxpayer who sells abroad 
for United States dollars to solvent customers who then cannot 
obtain dollars; determining the effect of a return expressed in 
United States dollar amounts, when applicable exchange rates, 
whatever they may be under the Mimeograph, are constantly shift- 
ing; and so on. 

No cases have been found which involve a Mimeograph 6475 elec- 
tion ; no study of its actual use has been made.” At this point one can 
only speculate as to its detailed meaning and wonder about its prac- 
tical effect, but it is hard to avoid the suspicion that most taxpayers 
have preferred judicial to administrative confusion and have re- 
frained from acting under the Commissioner’s rules. 

Minimally, Mimeograph 6475 should be amended so as to provide 
for the taxing of foreign income, which has become no longer defer- 
able, via reopening of the years in which such foreign income was 
actually received, and the election should be made available at any 
point before final payment of a tax on such income, even if this fol- 
lows litigation over taxability. Definitional clarification is also very 
much needed. Probably, however, a fresh start would be preferable 
to re-working the Mimeograph. Of course, a full set of regulations 
would be still better. 


B. DetTERMINING THE APPLICABLE EixcHANGE RATE 


Assuming, once again contrary to fact, that determining the tax- 
ability of income in foreign currencies subject to exchange control 
is a settled matter, there still remains, in a world of multiple ex- 
change rates, the problem of determining the United States dollar 
value of such foreign income. This has become, at least in principle, 
a reasonably definite process. Fair market value, that is, New York 


77 An interesting commentary, highly critical, is Stuetzer, supra note 14. 
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free market value, is the courts’ first and preferred choice. Where no 
New York free market rate exists, the courts will then estimate, if 
possible, what the New York rate would have been under all the 
circumstances—personal, corporate, political, economic, and mili- 
tary. The Commissioner has almost invariably argued for taxability 
at the official rate of exchange ; the courts have seldom agreed. 
Choice of the applicable exchange rate did not directly confront 
the courts until Credit and Investment Corp.,"* decided in 1942. The 
taxpayer had received blocked German marks (kreditsperrmarks) 
and bought German bonds with them. It later sold the bonds for 
more blocked marks, which it finally sold for United States dollars 
at the free market rate. Its basis, said the taxpayer, was the officially 
set rate, $0.40 per kreditsperrmark. Having sold its blocked marks 
at $0.10 per kreditsperrmark, it claimed the rate differential as the 
measure of its loss. The Commissioner ruled, and the Court agreed, 
that since the free market rate at the time the taxpayer bought its 


78 47 B.T.A. 673 (1942). The Court of Claims had an interestingly parallel situation be- 
fore it in William B. Rosskam v. United States, 64 Ct.Cl. 272 (1927). This was an estate tax 
ease, the decedent having been owed 225,000 German marks at his death in April of 1917. 
The pre-war value of 225,000 German marks was $39,000, and the Commissioner declared 
that this was the United States dollar amount subject to tax. The Court disagreed, finding 
that German marks had no value and no United States market in 1917. When in 1922 the 
alien property custodian allowed United States dollar conversion further, the marks were 
worth only $640. The taxpayer was therefore awarded the difference between the tax on 
$39,000 and the tax on $640, plus interest. Four years later the Commissioner found it more 
expedient to recognize the great depreciation in European currencies which followed World 
War I. In New York Life Ins. Co., 24 B.T.A. 1217 (1931), aff’d, 65 F.2d 347 (2d Cir. 
1933), cert. denied, 290 U.S. 682 (1933), the taxpayer did business abroad and was required 
by foreign law to maintain certain reserves in various foreign currencies. The taxpayer had 
a large net increase in such foreign currency reserves; it calculated that net increase for 
United States tax purposes at the new lowered exchange rate. Since the Revenue Act of 
1918, section 234(a) (10), made required increases in reserves tax deductible, the Commis- 
sioner proposed to calculate taxpayer’s reserves at the old higher rate for the beginning of 
the taxable year and at the new lowered rate for the close of that year. The effect of this 
would have been almost to eliminate the taxpayer’s large net increase in required reserves. 
The lower Court said it would be ridiculous ‘‘to increase or decrease on the basis of fluctua- 
tions of exchange values reserves which are in no sense affected by such changes, but... 
are merely mathematically calculated totals . . . identically the same whether expressed in 
marks, kronen or dollars. ... [T]he only reason that the value of exchange on German marks 
or Austrian kronen must be considered at all is the necessity to reduce these increases or de- 
creases in foreign reserves to dollars ... for the purposes of determining a tax which must be 
computed in the latter currency.’’ 24 B.T.A. at 229-230. The Court of Appeals for the 
Second Circuit completely agreed, adding that in any case there was no disposal of tax- 
payer’s foreign currency reserves, and so no taxable event requiring recognition of gain or 
loss due to foreign exchange fluctuations. As the Court of Appeals phrased the central argu- 
ment, ‘‘the mark may decrease in value in terms of dollars, but an insurance reserve in 
marks for policies payable in marks is calculated without any reference to the rate of 
exchange.’’ New York Life Ins. Co. v. Comm’r, supra at 349. It would be quite different, 
the Court noted, were the reserves kept in a dollar fund. 


a. 
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German bonds was $0.14 per kreditsperrmark, the deductible loss 
was limited to that determinable by the difference between the free 
market rates prevailing at purchase and at sale. Under the facts of 
this case it was, of course, to the Commissioner’s advantage to use 
the free market rather than the official rate of exchange. In Edmond 
Weil,” three years later, the Commissioner did argue that profits in 
Brazilian milreis should be taxed at the official rate. The taxpayer 
could not prove total blocking but showed that conversion into dol- 
lars could only, and in fact had, taken place at the New York free 
market rate. The Tax Court and the Court of Appeals for the Second 
Circuit, affirming, adopted the free market rate.*° 

In Morris Marks Landau,*' a gift tax case, the Commissioner again 
argued for taxation at the official rate, and again lost. Blocked for- 
eign currency was not within the taxpayer’s complete control, said 
the Court, and accepted expert testimony as to the fair market value 
of the gift. Nor could the Commissioner prevail by alleging complete 
economic satisfaction as to both donor and donee, the foreign cur- 
rency having been given to persons who could use it without any 
of the limitations imposed on the donor by exchange controls.® 
Although the Commissioner acquiesced in Landau, he continued to 
argue for the official rate of exchange in a series of estate tax de- 
cisions, in every case failing to convince the Tax Court. In the two 
most recent decisions, both involving conversion from Dutch to 
United States currency, the Tax Court could find no actual New 
York market and so proceeded to construct one. In Estate of Jan 
Willem Nienhuys® the official rate was given as $0.37695 to the 
guilder. The Tax Court determined that the 1947 value of the guilder 
was actually $0.10, this being ‘‘our best judgment, based upon all 


79 Edmond Weil, Inc. v. Comm’r, 150 F.2d 950 (2d Cir. 1945), affirming 3 TCM 844 
(1944). 

80 The identity of the ‘‘commercial’’ and New York rates appears in the Tax Court de- 
cision, though not in that of the Court of Appeals for the Second Circuit. 

817 T.C. 12 (1946). 

82 Economic satisfaction, as has been shown, is a test of taxability and not a method for 
determining applicable exchange rates. 

83 Morris Marks Landau, 1946-2 Cum. BULL. 3. 

84 Estate of Ambrose Fry, 9 T.C. 503 (1947) ; Estate of Anthony H. G. Fokker, 10 T.C. 
1225 (1948) ; Estate of Jan Willem Nienhuys, 17 T.C. 1149 (1952). In Estate of Oei Tjong 
Swan, 24 T.C. 829 (1955), the dollar value of United States securities held in German-occu- 
pied Holland was at issue. The Commissioner sought to use the value of unrestricted securi- 
ties held in the United States during the same period. The Court held that ‘‘ blocking’’ and 
the consequent diminution in dollar value had to be taken into account for tax purposes. 
New York Courts have shown similar good sense. See, e.g., Hughes Tool Co. v. United Artists 
Corp., 279 App. Div. 417 (1st Dep’t 1952). 

8517 T.C. 1149 (1952). 
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the evidence. ... Some value must be determined under the estate tax 
provisions of the taxing statute.** In Estate of Oei Tjong Swan™ 
the taxable year was 1943 and the last official rate had been $0.5309 
to the guilder. The Court had previously found in Estate of Anthony 
H. G. Fokker * that the 1940 fair market rate was $0.05 to the guil- 
der, but 1943 was a more promising year for the Dutch, the tide was 
turning against the Nazis, and so on. On the other hand, 1943 could 
not have been as favorable a year as 1947, and so the Court settled 
on a rate of $0.065 to the guilder. 

The Commissioner’s insistence on the official rate stands very 
little chance of success in the face of such complete judicial accept- 
ance of taxability at fair market values. In Foundation Co.* the Tax 
Court cited Edmond Weil and Landau in rejecting the official rate. 
In Ceska Cooper, similarly, the Tax Court cited Landau as control- 
ling, pointing out that although Landau was an estate tax case it 
dealt with ‘‘essentially the same question as we have here. ...’’ 

Only three recent cases have employed the official rate, and all of 
these decisions are distinguishable either on their facts or on the tax- 
payer’s presentation of his case. In 8. E. Boyer.” the taxpayer had 
been required to acquire foreign currency at the official rate only, but 
had also been allowed to reconvert at the official rate. And the Court 
was careful to indicate that its willingness to sanction taxation at 
the official rate was limited to such unusual facts.* In Waterman’s 
Estate * the taxpayer, perhaps for reasons of litigation strategy, 
did not contest the applicability of the official rate. Judge Chase went 
far out of his way to point out, however, that it was not necessary to 
consider the question of what rate was applicable only because the 
taxpayer had not put the point in issue.** In Max Freudmann,® simi- 
larly, the taxpayer made no issue of the choice of rate. It is worth 
noting that the Court may have considered Canadian exchange con- 
trols as simply temporary war-time affairs.** In any case, the New 


86 Estate of Jan Willem Nienhuys, supra note 84, at 1164; emphasis added. 

87 24 T.C. 829 (1955). 

88 10 T.C. 1225 (1948). 

89 14 T.C, 1333 (1950). 

90 Ceska Cooper, supra note 75, at 765. 

919 T.C, 1168 (1947). 

92 §, E. Boyer, 9 T.C. 1168, 1171 (1947). 

93 195 F.2d 244 (2d Cir. 1952). 

94 Waterman’s Estate v. Comm’r, supra note 66, at 245. 

95 10 T.C. 775 (1948). 

96 ‘*Freudmann ... arranged with the Canadian Government that petitioners could bring 
out of Canada into the United States $90,725.75 in United States dollars, but that they 
would not be permitted to bring any further funds from Canada to the U.S. during the 
war.’’ Max Freudmann, supra note 65 at 787; emphasis added. 
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York free market rate was not more than five or ten per cent different 
from the official rate.** And it would be difficult to contend that 
Freudmann indicates a trend toward judicial acceptance of the of- 
ficial rate, for it is followed by the series of decisions, just discussed, 
whole-heartedly endorsing the applicability of the free market rate. 
As to choice of the applicable exchange rate, then, the law appears to 
be reasonably clear, and its results fair. On this point only is there 
no need for either clarification or legislation. 


97 MIKESELL, op. cit. supra note 40, at 204. 











Recent Developments in the Field of 
Corporate Business Purchase 
Agreements 
JAMES W. SMITH 


‘Bes necessity in many small businesses, both in corporate and part- 
nership form, of business purchase agreements has been expounded 
by many objective authorities. On occasion, the judiciary itself has 
pointed out the perils that await the indifferent or unaware.’ Per- 
haps it might be suggested that even the legislature, taking cog- 
nizance of the need of such plans for small businesses, has removed 
some of the practical barriers that formerly frustrated their devel- 
opment.” 

The principal purpose advanced for such agreements is the assur- 
ance that on the death of a stockholder or partner an element of 
friction or incapable management will not be introduced into the 
business. Such agreements also provide a ready market for the exec- 
utor of an estate to dispose of a decedent’s interest without being 
pressed to sacrificing it by sale to individuals taking advantage of 
the estate’s need for liquidity to pay estate taxes and administration 
expenses; * and they may to some extent control the stock valuation 
for estate tax purposes. 

Since generally the small business, for which such a plan is most 
feasible, does not possess the capital to put such a plan into opera- 


JAMES W. SmitH (A.B. 1952, Boston College; LL.B. 1957, Boston College Law School; 
LL.M. in Taxation 1958, New York University School of Law) is an Assistant Professor 
of Law, Boston College Law School. 

1In referring to the hazards which confront the surviving stockholders of a small busi- 
ness corporation, the Court in Emeloid Co. v. Comm’r, 189 F.2d 230, 233 (3d Cir. 1951), in 
a metaphorical vein stated: ‘‘ The fragile bark of a small business can be wrecked on just 
such uncharted shoals.’’ 

2 An example of such recognition is the present non-applicability of the transfer-for-value 
rule where a surviving partner purchases from the deceased partner’s estate the insurance 
policy on the life of a third partner. I.R.C. § 101(a) (2) (B) (1954). 

3 The possibility of this type of pressure being applied has been largely reduced by sec- 
tion 206 of the Small Business Tax Revision Act of 1958, which permits the executor, with 
certain qualifying provisions with regard to both the corporation and the deceased share- 
holder, to elect to pay the estate tax liability attributable to the decedent’s interest in the 
closely-held business in ten equal annual installments, plus interest at four per cent on the 
unpaid balance, This section adds a new section 6166 to the Code and makes conforming 
amendments to sections 6161, 6503, and 6601. 
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tion, it has been achieved in most instances through the purchase of 
life insurance. 

The purpose of this paper is to discuss the methods by which stock- 
holders in a small business corporation may put a business purchase 
agreement into operation, funded through life insurance; the pos- 
sible dangers and difficulties which may confront them in such 
attempt; and recent judicial and legislative developments which 
should exert a substantial impact on this problem. 

Two basic approaches may be taken to create a business purchase 
agreement funded with life insurance at the corporate level: (1) the 
stock redemption agreement, whereby the corporation purchases in- 
surance on the lives of its stockholders and on the death of a stock- 
holder purchases his interest from the estate with the insurance pro- 
ceeds for a fixed or determinable amount; and (2) the stockholder 
buy and sell agreement, by which the stockholders in a corporation 
purchase insurance on the lives of one another and on the death of a 
stockholder purchase his interest from the estate with the insurance 
proceeds for a fixed or determinable amount. 


Tue Stock RepempTrion AGREEMENT 


A. AVOIDANCE oF DiviDENDS ON PREMIUMS 


The principal advantage associated with the stock redemption 
method is based on the view that since the corporation rather than 
the stockholders pays the premitms, a dividend distribution to the 
stockholders with its consequent double taxation is avoided. While 
section 64 of the Technical Amendments Act of 1958* (to be dis- 
cussed later in conjunction with this approach), providing special 
tax treatment for certain small business corporations, has reduced 
the importance of this factor for many small business corporations, 
it is still a significant consideration for those corporations which 
cannot qualify for, or do not wish to elect, the special tax treatment 
of this section. 

The Tax Court has consistently denied stockholders the right to 
avoid payment of individual income taxes on the premium payments 
made by the corporation, holding that such payments constitute 
dividends to the stockholders.® Similarly, in most of the cases con- 


4 Section 64 of the Technical Amendments Act of 1958 adds Subchapter S to the Code, 
consisting of sections 1371 through 1377, adds new section 6037, renumbering old 6037 
as 6038, and makes conforming amendments to sections 1016 and 1504. 

5 Cf. Casper Ranger Construction Co., 1 B.T.A. 942 (1925) ; Paramount-Richards The- 
atres, Inc., 3 TCM 806, aff’d, 153 F.2d 602 (5th Cir. 1946) ; Oreste Casale, 26 T.C. 1020 
(1956), rev’d, 247 F.2d 440 (2d Cir. 1957); Henry E. Prunier, 28 T.C. 19 (1957), rev’d, 
248 F.2d 818 (1st Cir. 1957). 


14: 


e of 


ck- 
ase 
)0S- 
uch 
ich 


ase 
the 
in- 
ck- 
ro- 
ler 
on 
fa 
ce 





1959] CORPORATE BUSINESS PURCHASE AGREEMENTS 415 


cerning this controversy which have come before a federal district 
court, the Commissioner has prevailed.® While the reasoning of these 
decisions has varied from a holding that the corporation was not the 
named beneficiary of the policy and the insured had the exclusive 
right to change the beneficiary,’ to a finding that the premiums were 
paid on a combined life and annuity policy,’ it appears clear that 
the courts were also concerned with the fact that the primary pur- 
pose of these arrangements was to increase the proportionate stock 
interests of the surviving stockholders while conferring no inde- 
pendent benefit on the corporation. 

The opinion in Henry E. Prunier ® clearly demonstrates such con- 
cern. In that case two brothers, owning practically all the stock of a 
corporation, each purchased insurance policies on his own life, nam- 
ing the other as beneficiary. The corporation, however, paid the in- 
surance premiums. While the policies themselves indicated no bene- 
ficial ownership in the corporation, an entry had been made in the 
minute book of the corporation to the effect that upon the death of 
either stockholder the proceeds of the policy would go to the corpo- 
ration for the purpose of purchasing the interest of the decedent. 
Although apparently basing its decision that the premium payments 
by the corporation constituted taxable dividends to the stockholders 
on the fact that the corporation was not expressly named as the bene- 
ficiary in the policy, the Court stated,’® 

By providing that, if either of them should die, the proceeds of the in- 
surance on his life should be devoted to the purchase by the corporation of 
his stock at a previously agreed upon value... the estate of the deceased would 
be assured of receiving for the stock of the deceased the entire amount of the 
proceeds from the insurance on the life of the deceased. Further the survivor, 
without any cost to him, would have his proportional interest in the corpora- 
tion so greatly increased that he would become, by far, the dominant stock- 
holder of the corporation with its going business. 


The above language has created confusion as to the breadth of 
the Tax Court’s decision. Even Judge Opper, in his dissenting opin- 
ion, expressed some doubt as to the reason for the Court’s decision. 
‘Tt is not clear to me whether the Opinion charges petitioners with 
income because the corporation was not expressly named the bene- 


6 Cf. Lewis v. O’Malley, 49 F.Supp. 173 (D.Neb. 1943), rev’d, 140 F.2d 735 (8th Cir. 
1944) ; Sanders v. Fox, 149 F.Supp. 942 (D. Utah 1957), rev’d, 253 F.2d 855 (10th Cir. 
1958). 

7 Henry E. Prunier, 28 T.C. 19 (1957). 

8 Oreste Casale, 26 T.C. 1020 (1956). 

9 28 T.C. 19 (1957). 

10 Henry E. Prunier, supra note 9, at 26. 
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ficiary of the policy ; or because, even if it had been, it was the stock- 
holders and not the corporation that were the true beneficiaries.’’ ™ 

While, as pointed out previously, the lower courts have been some- 
what consistent in upholding the Commissioner’s treatment of such 
premium payments by the corporation as taxable dividends to the 
stockholders, the Courts of Appeals have been equally consistent in 
reversing these lower court decisions. Recently, the Court of Ap- 
peals for the First Circuit reversed the decision in Prunier,” on the 
ground that under Massachusetts law the corporation was the bene- 
ficial owner of the policies and could have sought in a court of equity 
to recover the insurance proceeds if one of the stockholders had died 
during the year. Such reasoning seems to rebut the Tax Court’s 
holding of lack of beneficial ownership of the policies by the corpora- 
tion. In answer to the contention that premium payments by the 
corporation serve only stockholder purposes and confer no inde- 
pendent benefit on the corporation, the Court of Appeals cited the 
problems faced by a small corporation where, due to the death of a 
stockholder, individuals who care little about the corporate needs 
become stockholders in the corporation. Further, the Court of Ap- 
peals pointed out that the corporation is enriched by the proceeds of 
insurance in that it receives treasury stock in exchange for these 
proceeds. 

This latter point appears to ignore the realities of the situation. 
The corporation may later distribute the treasury stock to its sur- 
viving stockholders. In most instances no gain will result to the sur- 
viving stockholders on such distribution, and they will be required 
only to allocate the bases of their prior holdings to the new stock 
received.** Capital gain will result on a subsequent sale of the new 
stock by the stockholders unless the stock distributed was other than 
common stock issued with respect to common stock.'® 

The proposition has been advanced by many authorities that stock- 
holders can avoid an adverse result with regard to this whole prob- 
lem by making the corporation the sole owner and absolute bene- 
ficiary of the insurance policy, with neither the insured nor any 
other stockholder having any direct interest in the policy. This state- 
ment appears sound so far as stockholders in the jurisdictions of the 
Courts of Appeals for the First, Second, Third, Eighth, and Tenth 





11 Id. at 27. 

12 Prunier v. Comm’r, 248 F.2d 818 (1st Cir. 1957). 
18 T.R.C. § 305(a) (1954). 

14 T.R.C. § 307(a) (1954). 

15 T.R.C. § 306(¢) (1) (A) (1954). 
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Circuits are concerned.” In order to avoid the necessity of an ap- 
peal, stockholders litigating this problem in these Courts might 
wisely choose a federal district court in which to initiate the pro- 
ceedings.’ Of course, it is still an open question for stockholders in 
other jurisdictions. However, due to the consistency in the decisions 
of the Courts of Appeals which have considered the problem, it 
would appear unlikely that any serious conflict in these Courts will 
arise in the future. With regard to the Tax Court, however, the gen- 
eral language in Prunier still stands as a stumbling block. Perhaps 
eventually the Tax Court, in view of the numerous reversals it has 
suffered, will take a more liberal stand on this problem.” 


B. Posstsue DiviwenpD TO SurvIvVING STOCKHOLDERS 


Having discussed the problem of possible dividend treatment to 
the stockholders when a corporation pays insurance premiums on 
their lives, let us now consider the question of possible dividend 
treatment to the surviving stockholders when the corporation pur- 
chases the stock interest of the deceased stockholder on receipt of 
the insurance proceeds. This question the Court of Appeals for the 
First Circuit in Prunier declined to decide.” 

As mentioned previously, when a corporation purchases stock 
from the estate of a deceased stockholder, the proportional stock 
interests of the surviving stockholders are increased. While they do 
not receive at the time any tangible assets or cash, such receipt is not 
a prerequisite to the happening of a taxable event.” Our problem 
therefore is whether or not the benefit derived by the surviving 
stockholders in having their proportional stock interests increased 
by the stock redemption should constitute a taxable dividend to the 


16 Cf. Prunier v. Comm’r, 248 F.2d 818 (1st Cir. 1957); Casale v. Comm’r, 247 F.2d 
440 (2d Cir. 1957) ; Emeloid Co., Inc. v. Comm’r, 189 F.2d 230 (3d Cir. 1951) ; Lewis v. 
O’Malley, 140 F.2d 735 (8th Cir. 1944) ; Sanders v. Fox, 253 F.2d 855 (10th Cir. 1958). 

17 This procedure requires payment by the taxpayer of the assessment followed by a suit 
for refund under section 7422 (1954). 

18 The Tax Court has indicated in other tax controversies not related to the present prob- 
lem that it would follow its own decisions despite numerous reversals of such holdings by 
the Courts of Appeals. Cf. Jean F. Stern, 15 TCM 114 (1956). The rationale of the Court’s 
view appears to be that since its jurisdiction is nationwide, it must apply its own rule on a 
nationwide basis without being limited by the separate rules of the eleven different Courts 


of Appeals. 

19 Prunier v. Comm’r, 248 F.2d 818, 821 (1st Cir. 1957) : ‘‘ Also we do not have to decide 
what would have been . . . the tax consequences, if one of the insured brothers had died in 
1950.’? 


20 Paramount-Richards Theatres, Inc. v. Comm’r, 153 F.2d 602 (5th Cir. 1946) ; Byers v. 
Comm’r, 199 F.2d 273 (8th Cir. 1952). ; 
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surviving stockholders. In order to place this problem in its proper 
perspective, we might first review some of the earlier cases which 
have some bearing on it. 

In Ray Edenfield*' the taxpayer had financed the purchase of all 
the stock in a corporation by purchasing some of the stock himself 
and causing the corporation to give its note in redemption of the re- 
maining stock outstanding. Thus he acquired 100 per cent control of 
the corporation. When the corporation later paid off the notes, the 
Commissioner contended that the benefit derived by the taxpayer 
constituted a taxable dividend to him. The Tax Court rejected 
the Commissioner’s contention; the Commissioner has since acqui- 
esced.” 

A different result, however, was reached by the District Court in 
Wall v. United States,”* where the taxpayer purchased some of the 
stock for cash, giving notes for the remainder, and subsequently 
transferred some of the stock to the corporation in exchange for the 
assumption of the notes by the corporation, which it later paid off. 
Since the corporation had paid the notes of the taxpayer, the Court 
treated the payment as a discharge of the taxpayer’s obligation, and 
hence as a dividend, even though the taxpayer had transferred the 
stock received for the notes to the corporation. The Court of Ap- 
peals for the Fourth Circuit affirmed,** holding that the test to be 
applied as to the presence of consideration for the assumption of the 
notes by the corporation ‘‘is not the number of shares held by the 
stockholder but rather his proportional interest in the corpora- 
tion.’’ ® His proportional interest remained at 100 per cent. 

With this background in mind it would appear quite reasonable to 
assume that unless a corporation is discharging an obligation of its 
stockholders, a redemption of stock by a corporation would not re- 
sult in a dividend to its remaining stockholders, even though their 
proportional interests in the corporation are increased by the re- 
demption. This would appear particularly true since section 302 of 
the 1954 Code specifically provides opportunities for stock redemp- 
tions by corporations without dividend treatment to the seller. If the 
remaining stockholders in a corporation were to be subject to divi- 
dend treatment on a redemption by the corporation, the purpose of 
section 302 would appear to be frustrated. 





2119 T.C, 13 (1952), Aeq., 1953-1 Cum. But. 4. 

22 Ibid. 

23 47-1 U.S.T.C. J 9178 (E.D.Va. 1947). 

24 Wall v. United States, 164 F.2d 462 (4th Cir. 1947). 
25 Id. at 465. 
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Yet in Joseph R. Holsey * the Tax Court determined that a re- 
maining stockholder in a corporation had received a taxable divi- 
dend when the corporation redeemed all the other outstanding stock. 
In that case the taxpayer held 50 per cent of the stock in the corpora- 
tion and an option to purchase the remaining 50 per cent. The 
option had been obtained by the taxpayer in order to comply with a 
desire of an automobile manufacturer that the corporation, which 
was the holder of an automobile franchise, be owned entirely by the 
taxpayer. The taxpayer then assigned the option to the corporation 
and the corporation redeemed the stock.’ Although clearly the exer- 
cise of the option by the corporation did not constitute a discharge 
of any liability of the stockholder, the Tax Court found that the ben- 
efit derived by the stockholder in having his proportional stock in- 
terest increased from 50 per cent to 100 per cent constituted a tax- 
able dividend to him. Further, the Tax Court rejected the taxpayer’s 
argument that the exercise of the option by the corporation was for 
the business purpose of eliminating other holdings, in accordance 
with the manufacturer’s policy.”* The Court held that it was not a 
corporate purpose to see that it have but one stockholder and that it 
was therefore up to the stockholders themselves and not the corpo- 
ration to see that the situation was rectified. Applying this argument 
analogously to the problem at hand, it could as easily be argued that 
the avoidance of elements adverse to the interests of the corpora- 
tion, engendered through the death of a stockholder, was a problem 
for the surviving stockholders themselves and not for the corpora- 
tion. However, the Holsey case has recently been reversed by the 
Court of Appeals for the Third Cireuit.” 

Another Tax Court decision, Louis H. Zipp,* should be given some 
consideration in relation to our problem, if only to point out its dis- 
tinguishing features from the Holsey case. In the Zipp case the cor- 


26 28 T.C. 962 (1957). 

27 Compare the method used in a similar fact-situation in the recent Tax Court decision in 
E. H. Stolz, 30 T.C. 530 (1958). In that case, in order to comply with the automobile 
manufacturer’s insistence that the taxpayer own 50 per cent of the stock of the corporation 
holding the franchise, the taxpayer gave his personal note for the stock needed by him. 
Later the corporation redeemed this stock, and the taxpayer paid off the note with the pro- 
ceeds. The Tax Court found a taxable dividend to the taxpayer as a result of the redemp- 
tion. The taxpayer is on appeal in the Court of Appeals for the Fifth Circuit. Compare the 
decision in the Stolz case with Fox v. Harrison, 145 F.2d 521 (7th Cir. 1944), with reference 
to a corporate business purpose for the transaction. 

28 The Tax Court refused to follow the case of Tucker v. Comm’r, 226 F.2d 177 (8th Cir. 
1955), reversing 23 T.C. 115 (1954), on the question of business purpose. The Tucker case 
is very similar factually to the Holsey case. 

29 Holsey v. Comm’r, 258 F.2d 865 (3d Cir. 1958). 

80 28 T.C. 314 (1957). 
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poration involved had 50 shares outstanding, 48 of which were owned 
by Louis Zipp, and one each by his two sons. In contemplation of a 
remarriage, the father made a purported gift of 46 shares to his sons 
in the form of two certificates of 23 shares each, which were endorsed 
in blank by the sons and given to the father’s attorney. Later, as the 
result of a dispute between the father and the sons, the corporation 
redeemed the father’s two remaining shares, and the father acknowl- 
edged that he had no interest or claim in the two certificates. The 
amount received by the father from the corporation was very close 
to the book value of 48 shares. The Tax Court concluded that there 
had been no bona fide prior gift of the two certificates and therefore 
the payment by the corporation for the father’s interest constituted 
a taxable dividend to the sons. The decision was affirmed by the Court 
of Appeals for the Sixth Circuit.” 

The Zipp case should not be considered as a possible hazard to a 
well executed stock redemption plan, as the Holsey case would have 
been had it not been reversed. Its impact is restricted to the situation 
where the remaining stockholders receive the stock of the retiring 
or deceased stockholder, with the corporation paying the purchase 
price. In that situation not only the proportionate stock interests 
of the remaining stockholders are increased but also the number 
of shares held by each. A well executed stock redemption plan should 
provide that the corporation will receive the stock purchased by it. 
The distinction is more than academic. 

Lack of further judicial precedent prevents the making of any 
reasonable forecast as to whether or not surviving stockholders will 
escape dividend treatment when their proportional stock interests 
are increased by a corporate redemption. Holsey now stands on the 
side of the taxpayer, and Zipp is clearly distinguishable. It seems 
unlikely that the Courts of Appeals would consistently hold that 
stockholders do not receive dividend treatment when the corporation 
pays the insurance premiums, only to turn around and decide that a 
dividend results when the corporation uses the insurance proceeds 
to purchase the stock interest of a deceased stockholder. Baiting a 
trap so attractively would not appear to be the desire of the federal 
judiciary. 

Perhaps some further indication of the possible reaction of the 
Courts of Appeals on this problem can be reached from a recent de- 
cision in Doran v. Commissioner.® In that case the Court of Appeals 
for the Tenth Circuit held that where life insurance policies on the 


81 Zipp v. Comm’r, 259 F.2d 119 (6th Cir. 1958). 
82 246 F.2d 934 (9th Cir. 1957), reversing 15 TCM 629 (1956). 
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lives of corporate stockholders were issued to trustees and the pre- 
miums were paid by the corporation, a dividend did not result to the 
surviving stockholders when the trustees received the proceeds on 
one of the policies and purchased the stock from the decedent’s 
estate for the surviving stockholders. The Tax Court had concluded 
that in these circumstances the trustees were mere agents of the cor- 
poration, and therefore, in effect, the corporation had received the 
proceeds and purchased the stock of the decedent for the surviving 
stockholders, resulting in a taxable dividend to them. In reversing 
the Tax Court, the Court of Appeals for the Tenth Circuit held that 
the trustees were not agents of the corporation and therefore the cor- 
poration never had any incidents of ownership in the insurance poli- 
cies; and hence any disbursements of the insurance proceeds for 
the benefit of the surviving stockholders did not result in taxable 
dividends to them.** 

It seems clear that if the proceeds involved in Doran were not 
corporate earnings, then certainly the disbursements did not consti- 
tute taxable dividends to the surviving stockholders. This case is 
distinguishable from the situation where the corporation receives 
the insurance proceeds. 

It should not, however, be contended -that because the Court of 
Appeals in the Doran case distinguished these situations, it would 
find a taxable dividend in all situations where the insurance proceeds 
constitute corporate earnings. In the Doran case the surviving stock- 
holders and not the corporation received the stock from the deceased 
stockholder’s estate. In this respect, the Doran setup is similar to 
that in the Zipp case, with the additional feature of the trust device. 

Perhaps the weakness in the Doran approach lies in the fact that 
the Commissioner brought his action on the wrong phase of the en- 
tire transaction. In the Prunier case the Court of Appeals for the 
First Circuit went to great lengths to point out that the corporation 
was the beneficial owner of the policies and was enriched by the re- 
ceipt of the insurance proceeds and, therefore, payment of the in- 
surance proceeds did not constitute taxable dividends to the stock- 
holders. In the Doran case, the Court of Appeals for the Tenth 
Cireuit went to equally great lengths to point out that the corpora- 
tion was not the beneficial owner of the policies. If the corporation 
in the Doran case was not the beneficial owner of the policies, would 


83 The Court of Appeals in the Doran case distinguished the case of Golden v. Comm’r, 
113 F.2d 590 (3d Cir. 1940), on the ground that in the latter the corporation was the initial 
owner of the policies, which it later transferred to a trust, retaining however certain inci- 
dents of ownership. ‘ 
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not the Commissioner have prevailed if he had contended earlier 
that the payment of the premiums by the corporation constituted 
taxable dividends to the stockholders? A highly probable affirmative 
answer to this question leaves great doubt as to the utility of the 
Doran approach in any future planning on this problem. 


C. ConstructivE OwNERSHIP PROBLEM 


Let us now investigate the tax position of the estate of the de- 
ceased stockholder when the corporation redeems the decedent’s 
stock interest. It might at first glance appear that since the estate is 
selling all the stock of the decedent to the corporation, there is a 
complete redemption under sections 302(a) and 302(b)(3) of the 
1954 Code,* resulting in a capital gain to the estate; and since a new 
cost basis was acquired for the stock at the death of the stockholder,® 
any gain will be of small significance.** A notable exception to this 
proposition deserves discussion. 

Section 302(c) (1) of the 1954 Code * incorporates section 318(a), 
dealing with the rules of constructive ownership of stock, into the 
general provisions of section 302. Under section 318(a)(2)(A) * 
stock owned directly or indirectly by or for a beneficiary of an estate 
shall be considered as owned by the estate. Since stock in a closely- 
held corporation is often owned by members of a related group, it is 
quite conceivable that a surviving stockholder would be an object of 
the deceased stockholder’s bounty. If such surviving stockholder 
were thus a beneficiary of the decedent’s estate, the estate would be 
deemed constructively to own the stock of such surviving stockholder 
and thus could not qualify under section 302(b) (3). Nor is the estate 
helped in this situation by the saving clause of section 302(c) (2) 


84I.R.C. § 302(a) (1954) provides: ‘‘If a corporation redeems its stock (within the 
meaning of section 317(b)), and if paragraph (1), (2), (3), or (4) of subsection (b) ap- 
plies, such redemption shall be treated as a distribution in part of full payment in exchange 
for the stock.’’ I.R.C. § 302(b) (3) (1954) provides: ‘‘Subsection (a) shall apply if the 
redemption is in complete redemption of all of the stock of the corporation owned by the 
shareholder.’’ 

85 I.R.C. § 1014(a) (1954). 

86 If the executor elected to utilize section 2032 (1954), the alternate valuation provision, 
and the stock was sold to the corporation within one year after the decedent’s death, no 
gain would result. I.R.C. § 2032 (a) (1). 

87 Section 302(¢) (1) (1954) provides: ‘‘Except as provided in paragraph (2) of this 
subsection, section 318(a) shall apply in determining the ownership of stock for purposes of 
this section.’’ 

88 Section 318(a) (2) (A) (1954) provides, in part: ‘‘. .. stock owned, directly or indi- 
rectly, by or for a partner or a beneficiary of an estate shall be considered as being owned by 
the partnership or estate.’’ 
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(A),®* as such clause specifically refers to the family relationships 
of section 318(a) (1), while the estate-beneficiary relationship is set 
out in section 318(a) (2). Further, the constructive ownership rules 
of section 318(a) would make it very difficult for the estate to at- 
tempt to utilize section 302(b)(2) in this situation.*° The estate 
might well qualify the redemption under section 302(b) (1) as being 
not essentially equivalent to a dividend.*! Estate planners are re- 
luctant, however, to rely upon such a general provision. 

To circumvent this difficulty, provisions might be made for a stock- 
holder to make gifts during his lifetime to the object of his bounty in 
lieu of any rights as a beneficiary of his estate. This solution is not 
always possible. The majority of his wealth may be tied up in the 
corporation; or should his liquid assets be sufficient to make a sub- 
stantial gift, there may not be sufficient funds to pay any appreciable 
gift tax. The Regulations offer some solution to the problem,* pro- 
viding generally that a person shall no longer be considered a bene- 
ficiary of an estate when he has received all the property to which 
he is entitled. Utilizing this provision, the estate could distribute to 
the stockholder-beneficiary his share of the estate prior to a redemp- 
tion of the stock by the corporation, thus eliminating him as a bene- 
ficiary. To a limited extent this solution would raise problems similar 
to those suggested in the ‘‘ gift’’ solution. 


39 Section 302(c)(2)(A) (1954) provides generally that the constructive ownership 
rules of section 318(a)(1) shall not apply if certain prescribed conditions are fulfilled. 

40 Section 302(b) (2) relates to a substantially disproportionate redemption of stock. 
The estate would qualify under this paragraph, provided that after the redemption the 
stockholder-beneficiary owns less than 50 per cent of the total combined voting power of all 
classes of stock entitled to vote, and the ratio which the stockholder-beneficiary’s voting 
stock and common non-voting stock bears to all such stock in the corporation is less than 
80 per cent of the ratio which such stock owned by both the stockholder-beneficiary and 
the deceased stockholder bore to all such stock of the corporation prior to the redemption. 

41 Section 302(b) (1) (1954) provides: ‘‘ Subsection (a) shall apply if the redemption is 
not essentially equivalent to a dividend.’’ It should further be noted that section 302(b) (5) 
states that, ‘‘In determining whether a redemption meets the requirements of paragraph 
(1), the fact that such redemption fails to meet the requirements of paragraph (2), (3), 
or (4) shall not be taken into account.’’ 

42 Reg. Sec. 1.318-3(a) (1955) states: ‘‘A person shall no longer be considered a bene- 
ficiary of an estate when all the property to which he is entitled has been received by him, 
when he no longer has a claim against the estate arising out of having been a beneficiary, 
and when there is only a remote possibility that it will be necessary for the estate to seek 
the return of property or to seek payment from him by contribution or otherwise to satisfy 
claims against the estate or expenses of administration. When, pursuant to the preceding 
sentence, a person ceases to be a beneficiary, stock owned by him shall not thereafter be 
considered owned by the estate, and stock ownd by the estate shall not thereafter be con- 
sidered owned by him.’’ 
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If the requisite conditions were present,** a possible solution to 
the problem, utilizing the above Regulations, would be to have the 
estate dispose of a portion of the decedent’s stock under section 303 
of the 1954 Code, turning over the proceeds to the stockholder-bene- 
ficiary ** plus other assets of the estate, apart from the stock in- 
terest, and then transfer the remainder of the stock under section 
302(b) (3).* 

If the stockholder-beneficiary was the sole surviving stockholder 
or if all the surviving stockholders were beneficiaries of the estate, 
another solution might be to have a complete liquidation of the cor- 
poration. The estate would then distribute the corporate assets re- 
ceived by it to the beneficiary-shareholder or shareholders, who 
would then reincorporate the business. This solution is, however, 
quite risky. The liquidation-reincorporation arrangement has been 
attacked successfully by the Commissioner on several occasions. 
Those cases, however, dealt with an entirely different problem and 
are somewhat distinguishable from our present situation.*® 


43 Section 303 (1954) sets out a particular circumstance where the redemption of stock 
will be considered as a distribution in exchange for the stock redeemed apart from the rules 
set out in section 302. With some exceptions, section 303 will apply where the value of the 
stock of the decedent in the corporation which is included in determining the value of the 
decedent’s gross estate is either more than 35 per cent of the value of the gross estate of 
such decedent or more than 50 per cent of the taxable estate of such decedent. The amount 
of such distribution which will not by virtue of this section be treated as a dividend may 
equal the estate, inheritance, legacy, and succession taxes of the estate and the amount of 
funeral and administration expenses allowable as deductions to the estate under section 
2053 of the 1954 Code. 

44 The estate need not use the proceeds received from a section 303 redemption to pay the 
taxes and administration expenses of the estate. Reg. Sec. 1.303-2(f) (1955) sets out cir- 
cumstances where even an individual, apart from the estate, may redeem stock under section 
303. 

45 Such a plan should not run the risk of being held a circuitous approach in order to 
avoid the tax consequences which would have attended an attempted complete liquidation 
of all the stock under section 302(b) (3), due to the constructive ownership problem. In 
Zenz v. Quinlivan, 213 F.2d 914 (6th Cir. 1954), reversing 106 F.Supp. 57 (N.D.Ohio 1952), 
the Court held that where a sole stockholder sold a part of her stock and the corporation re- 
deemed the remainder from her, such distribution did not result in a taxable dividend to 
her, although the purpose of the separate steps was to rid the corporation of accumulated 
earnings and profits for the purchasers. The following language from the opinion appears 
relevant to our situation: ‘‘The question accordingly presented is not whether the overall 
transaction, admittedly carried out for the purpose of avoiding taxes, actually avoided 
taxes which would have been incurred if the transaction had taken a different form, but 
whether the sale constituted a taxable dividend or the sale of a capital asset.’? 

46 Walter S. Heller, 2 T.C. 371 (1943), aff’d, 147 F.2d 376 (9th Cir. 1945), cert. denied, 
325 U.S. 868; Richard H. Survaunt, 5 T.C. 665 (1945), aff’d, 162 F.2d 753 (8th Cir. 1947). 
But cf. United States v. Arcade Company, 203 F.2d 230 (6th Cir. 1953), cert. denied, 346 
U.S. 828; Charles R. Mathis, 19 T.C, 1123 (1953). 
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D. AccUMULATED Earnines Tax ProspLEM 


Another difficulty worthy of note in relation to the stock-redemp- 
tion approach is the possible applicability of section 531 of the 1954 
Code dealing with the imposition of the accumulated earnings tax. 
Whether ‘‘the earnings and profits of a corporation are permitted to 
accumulate beyond the reasonable needs of the business’’ is the de- 
terminative test employed by section 533(a) ** as to the application 
of section 531. There is a dearth of judicial precedent under both sec- 
tion 102 of the 1939 Code and section 531 of the 1954 Code on the 
question whether a corporation is satisfying a reasonable need of the 
business when it invests in insurance policies on the lives of its stock- 
holders. In Emeloid Co., Inc. v. Commissioner * the Court of Ap- 
peals for the Third Circuit, reversing a Tax Court decision, held the 
business-purpose rule satisfied where a corporation borrowed money 
for the purpose of purchasing insurance on the lives of its controlling 
stockholders. This case dealt with the treatment of such amounts as 
borrowed invested capital for purposes of the excess profits tax 
credit, but its holding would appear applicable with regard to the 
accumulated earnings problem which employs the same test. 

As a practical matter, since the accumulated earnings tax applies 
only to amounts unreasonably accumulated during the taxable year, 
and since the amount of current earnings used to pay the insurance 
premiums is usually relatively small compared with total corporate 
earnings, there is little chance at this point that the corporation will 
run afoul of section 531 unless the other earnings of the corporation 
are being improperly channeled.*® 

We must also consider, however, the applicability of section 531 
when the corporation receives the insurance proceeds and redeems 
the stock from the estate of the deceased stockholder. While life in- 
surance proceeds are generally non-taxable,” they are nevertheless 
part of the corporation’s earnings and profits for both dividend and 
section 531 purposes.®! When the insurance proceeds are used by 


47 I.R.C. § 533(a) (1954) provides: ‘‘ For purposes of section 532, the fact that the earn- 
ings and profits of a corporation are permitted to accumulate beyond the reasonable needs 
of the business shall be determinative of the purpose to avoid the income tax with respect 
to shareholders, unless the corporation by the preponderance of the evidence shall prove to 
the contrary.’’ 

48 189 F.2d 230 (3d Cir. 1951), reversing 14 T.C. 1295 (1950). 

49 This would appear particularly true under the 1954 Code due to the accumulated earn- 
ings credit under section 535(c) (1954), as further amended by section 205 of the Small 
Business Tax Revision Act of 1958. 

50 T.R.C. § 101(a) (1) (1954). 

51 .T, 2131, IV—1 Cum. Butt. 90 (1925). 
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the corporation to redeem its stock rather than being distributed 
as dividends, may it not be contended that there was an unreasonable 
accumulation in the year that the proceeds were received by the cor- 
poration? Again, this depends upon whether the corporation is satis- 
fying a reasonable need of the business when it redeems the stock of 
the deceased stockholder. With regard to this question, Pelton Steel 
Casting Co. v. Commissioner ™ is relevant. In that case, a corpora- 
tion accumulated earnings pursuant to a plan whereby the corpora- 
tion would redeem the 80 per cent interest of two of the corporation’s 
three stockholders. The Court of Appeals for the Seventh Cireuit 
held that the accumulated earnings tax was properly applied, dis- 
missing as ‘‘conjectural’’ petitioner’s contention that the preven- 
tion of a sale to a large outside corporation was a business purpose. 
The decision in Pelton Steel need not be considered a harbinger of 
future successes for the Commissioner if he attempts to apply it in 
the year that a corporation receives insurance proceeds and uses 
them to purchase a decedent’s stock interest. In the first place, the 
Court in Pelton Steel distinguished two prior cases, Dill Manufac- 
turing Co. and Gazette Publishing Co. v. Self, ** where the redemp- 
tion by the corporation involved less than a 50 per cent interest, on 
the ground that in that case the plan which was subservient to the 
ends of the majority could not have been carried out without the 
action of the majority. This could reasonably be interpreted to mean 
that Pelton Steel is limited to the case where the corporation re- 
deems a majority interest. Such an interpretation would appear 
particularly true in the light of a recent Tax Court decision, Penn 
Needle Art Co.® In that case, the Tax Court held that the accumu- 
lated earnings tax was not applicable where the corporation used its 
earnings to redeem an interest of approximately 50 per cent. 
Secondly, a procedural difficulty arose in the Pelton Steel case 
which might well have had a definite influence on the result. Section 
534 of the 1954 Code provides that the burden of proving that earn- 
ings and profits have been permitted to accumulate beyond the rea- 
sonable needs of the business shall be upon the Government, if the 
taxpayer submits a statement sufficient to show the basis upon which 
the taxpayer relies, that the earnings and profits were not permitted 
to accumulate beyond the reasonable needs of the business. This sec- 
tion was given retroactive effect to section 102 cases under the 1939 


52 251 F.2d 278 (7th Cir. 1958), affirming 28 T.C. 153 (1957). 
53 39 B.T.A. 1023 (1939). 

54103 F.Supp. 779 (E.D.Ark. 1952) 

85 17 TOM 504 (1958). 
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Code. The Tax Court in Pelton Steel took the position that even if 
the Commissioner, having the burden of proof on this issue, failed to 
establish that the accumulations were unreasonable, the taxpayer 
still had the burden of proof that the corporation was not formed or 
availed of to avoid the imposition of surtax upon shareholders. Un- 
like its counterpart in the 1939 Code, section 535 © of the 1954 Code 
provides that accumulated earned income is reduced by the amount 
which is retained for the reasonable needs of the business. Hence, in 
any case under the 1954 Code where the Commissioner attempts to 
apply section 531 and the taxpayer submits an adequate statement 
under section 534, it would appear that the Commissioner cannot 
avoid sustaining the burden of proof on the reasonableness of the 
accumulation, as was done in the Pelton Steel case. 

Further, in sustaining his burden of proof as to the unreasonable- 
ness of the accumulations, the Commissioner might experience some 
difficulty counteracting the effect of such cases as Prunier. If there 
was a reasonable business purpose in paying the insurance pre- 
miums, it hardly appears likely that there is no reasonable business 
purpose in completing the arrangement by purchasing the dece- 
dent’s stock interest with the proceeds. - 


E. Errect or Section 64 or tHE TeEcHnicaL AMENDMENTS Act oF 1958 


1. In general. As mentioned briefly above, the provisions of the 
Technical Amendments Act of 1958 providing special tax treatment 
for shareholders of an electing small business corporation should 
substantially change many of the tax problems previously encoun- 
tered by small business corporations in connection with their corpo- 
rate stock redemption agreements. Since generally it is the small 
business corporation which finds the business purchase agreement 
most desirable, perhaps a majority of the businesses utilizing a stock 
redemption plan, funded with life insurance, will qualify as small 
business corporations under section 1371 of new Subchapter S. 

In order to qualify as a small business corporation under section 
1371, the corporation must be a domestic corporation which is not a 
member of an affiliated group of corporations tied to a common 
parent.’ Further, it must have no more than ten shareholders,®™ all 
of which are either individuals or estates *® and none of which are 


56 I.R.C. 535(e) (1) (A) (1954). 
87 LR.C. § 1371(a). 

88 I.R.C. § 1371(a) (1). 

59 IRC. § 1871(a) (2). 
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non-resident aliens.” Another requirement is that the corporation 
have no more than one class of stock. 

No limitations are set as to the amounts of assets, sales, or earn- 
ings which a small business corporation may have, except that an 
election will be terminated where in any taxable year the corpora- 
tion derives more than 80 per cent of its gross receipts from sources 
outside the United States “ or has gross receipts more than 20 per 
cent of which is personal holding company income.™ 

Where the corporation qualifies under section 1371, the share- 
holders may elect treatment as a small business corporation, pro- 
vided all of them consent to the election.® An electing small business 
corporation pays no federal tax on its profits. At the end of the cor- 
poration’s taxable year, the shareholders include in their individual 
tax returns their pro rata share of the corporation’s undistributed 
taxable income.™ In computing the corporation’s undistributed tax- 
able income, the amount of money distributed by the corporation as 
dividends during the taxable year, to the extent that such amount 
is a distribution out of current earnings and profits, is excluded, the 
shareholders having included dividends received from the corpora- 
tion in their individual returns for the year in which they were 
received. The basis of each shareholder’s stock is increased by the 
amount of his pro rata share of the corporation’s undistributed tax- 
able income which he was required to include in his gross income.” 
If this undistributed taxable income is later distributed, the share- 
holder pays no further tax, but the basis of his stock is then reduced 
by the amount distributed. 

2. In connection with the Prunier problem. It would appear at first 
glance that the Prunier problem is all but eliminated when the corpo- 
ration paying insurance premiums on the lives of its shareholders is 
an electing small business corporation. Since the premium payments 
by the corporation are non-deductible,” the amounts used to pay the 
premiums are still reflected in the corporation’s taxable income. If 
the premium payments are considered to be dividends, the sharehold- 
ers will include these amounts as dividends in the year paid. If the 
premium payments are not considered dividends, the amounts will 


60 I.R.C, § 1371(a) (3). 

61 I.R.C. § 1372(e) (4). 

62 I.R.C. § 1372(e) (5). 

63 I.R.C. § 1372(a). 

64 I.R.C. § 1373(b). 

65 I.R.C. § 1373 (ec). 

66 I.R.C. § 1376 (a). 

67 I.R.C. § 264(a) (1) (1954). 
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still be reflected in each individual shareholder’s pro rata share of 
the corporation’s undistributed taxable income at the close of the 
taxable year. 

There are still several problems, however, turning on the answer 
to the question whether or not the premium payments by the corpora- 
tion constitute dividends to the shareholders. 

(a) If the premium payments constitute dividends to the share- 
holders, the shareholders will include the amounts involved in their 
individual returns in the year paid, no change, however, being made 
in the basis of their stock. If, however, the premium payments do not 
constitute dividends and hence become part of the corporations un- 
distributed taxable income, they will increase the basis of the stock 
of the shareholders when included in the shareholders’ pro rata 
share of the corporation’s undistributed taxable income.® 

(b) If the premium payments constitute dividends to the share- 
holders, they will be included in the shareholders’ return in the year 
paid. If they are, however, part of the corporation’s undistributed 
taxable income, they will be included in the shareholders’ individual 
returns for the year in which the taxable year of the corporation 
ends. If the shareholders and the corporation have different taxable 
years, this may be an advantage or a disadvantage to the share- 
holders, depending upon the amount of other taxable income that the 
shareholders may have in either of these two years. 

(c) In defining undistributed taxable income section 1373(c) 
states: ‘‘... the term ‘undistributed taxable income’ means taxable 
income... minus the amount of money distributed as dividends dur- 
ing the taxable year to the extent that any such amount is a distribu- 
tion out of earnings and profits of the taxable year as specified in 
section 316(a)(2).’’ If payment by the corporation of the insurance 
premiums constitutes a dividend to the shareholders, is it a distribu- 
tion of money or insurance policies with certain premiums paid? It 
would appear that the only proper construction consistent with the 
purpose of these provisions would be to treat the distribution as 
money to the shareholders who in turn pay the insurance premiums. 

3. In connection with the Holsey problem. Section 64 of the Tech- 
nical Amendments Act of 1958 has not made the problem presented 
in the Holsey case a purely academic one for electing small business 
corporations. Several problems still arise which turn upon the 
answer to the question whether or not redemption by the corporation 


68 I.R.C. § 1376(a). 
69 I.R.C. § 1373(b). 
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of the deceased shareholder’s stock constitutes a dividend to the sur- 
viving shareholders. 

(a) If the redemption is a dividend to the surviving shareholders, 
is the dividend distribution a money distribution, so as to be deduct- 
ible from the corporation’s taxable income in arriving at its un- 
distributed taxable income? If it is a money distribution, then the 
shareholders should be entitled to receive the stock of the deceased 
shareholder without the necessity of allocating the basis of their old 
stock, since in effect they purchased the stock. If it is not a distribu- 
tion of money, then the dividend is not deductible from the corpora- 
tion’s taxable income to arrive at undistributed taxable income. 

(b) While the insurance proceeds are non-taxable earnings to the 
corporation,” they are nevertheless included in the corporation’s 
current earnings and profits.": Hence, if the redemption by the cor- 
poration constitutes a dividend to the surviving shareholders, it is 
fully taxable to them as ordinary income. As pointed out above, if the 
dividend is considered a distribution of money, then the amount is 
deducted in arriving at the corporation’s undistributed taxable in- 
come. But what would be the result if the insurance proceeds received 
in a certain taxable year exceed the corporation’s taxable income for 
that year (not an impossibility for a small business corporation) ? 
In such a situation the shareholders of the corporation would be de- 
prived of the tax benefit of a potential deduction in arriving at undis- 
tributed taxable income. . 

4, In connection with the accumulated earnings tax problem. The 
accumulated earnings tax imposed by section 531 of the 1954 Code is 
a tax on the corporation’s accumulated taxable income. Since the 
shareholders of an electing small business corporation include in 
their individual tax returns their pro rata share of the corporation’s 
undistributed taxable income for the year in which the corporation’s 
taxable year ends, section 531 will have no application to an electing 
small business corporation. As mentioned previously, the insurance 
proceeds received by the corporation do not form a part of its tax- 
able income. 


STocKHOLDER Buy AND SELL AGREEMENT 


The question may well be asked at this point that since the primary 
object of the corporate stock redemption agreement, 7.e., avoidance 
of a double tax on the proceeds used to pay insurance premiums, has 


70 I.R.C. § 101(a) (1) (1954). 
71 Reg. See. 1.312-6(b) (1955). 
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already been accomplished through an election under Subchapter §, 
what benefit is derived by having the corporation rather than the 
shareholders pay the insurance premiums? Where there are only two 
shareholders in the corporation, it appears that very little is gained 
and hence such shareholders would be well advised to pay the pre- 
miums themselves and avoid any possible complications. Where, 
however, there are more than two shareholders involved, other prob- 
lems must be taken into consideration. 


A. Tue TRANSFER-FOR- VALUE RULE 


It is often desirable to incorporate into a stockholder buy and sell 
agreement a provision whereby the surviving stockholders may pur- 
chase from the estate the policies held by the deceased shareholder 
on their lives so that the arrangement may continue. Section 101 
(a) (2) of the 1954 Code provides that in the case of a transfer for a 
valuable consideration of a life insurance contract, the amount ex- 
cluded from gross income on the receipt of the proceeds shall not ex- 
ceed the amount of the consideration paid and other amounts subse- 
quently paid by the transferee. While section 101(a)(2)(B) makes 
an exception in the case of a transfer to the insured himself or to a 
corporation in which the insured is a shareholder or officer, no excep- 
tion is made where one shareholder in a corporation purchases the 
insurance contract on the life of another shareholder for a valuable 
consideration. 


B. ADMINISTRATIVE PROBLEMS 


Besides the obstacle of the transfer-for-value rule, use of the stock- 
holder buy and sell agreement often involves the use of numerous 
insurance policies, since each stockholder purchases insurance on the 
lives of all the other stockholders in the corporation. Thus, if there 
are five stockholders in the corporation, twenty policies will be 
necessary; if there are ten shareholders, ninety policies will be 
necessary. 


C. Usr or tHe Trust 


In order to overcome the difficulties mentioned above with ref- 
erence to the stockholder buy and sell agreement, the trust has often 
been used. Where the trust is used, only one insurance policy on the 
life of each stockholder is necessary. Further, when a stockholder 
dies there is no problem with the transfer-for-value rule, since the 
trust and not the estate of the deceased stockholder holds the in- 
surance policies. The only objection to the trust has been that it de- 
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prived the estate of the deceased shareholder of the value of the in- 
surance policies paid for by the deceased. Generally, an adjustment 
has been provided by a more generous payment for the stock. 

However, as a result of Subchapter S, a much greater difficulty 
may have arisen for shareholders of an electing small business cor- 
poration who wish to use the trust in this situation. As mentioned 
previously, in order for a corporation to qualify as a small business 
corporation under section 1371, the shareholders of the corporation 
must be either individuals or estates.” Further, section 1372(e) (3) 
provides that an election shall be terminated if at any time the cor- 
poration ceases to be a small business corporation (as defined in sec- 
tion 1371(a)). Also, section 1372(f) provides that if an election is 
terminated under section 1372(e), the corporation shall not be eli- 
gible to make an election for four taxable years beginning after the 
first taxable year for which such termination is effective, unless the 
Secretary or his delegate consents to such election. Could it not be 
contended that when a trustee receives the insurance proceeds and 
purchases the stock from the estate of the deceased stockholder, the 
trust at that time is a corporate shareholder even though it imme- 
diately distributes the stock to the surviving shareholders, recalling 
that section 1372(e) (3) uses the language ‘‘...if at any time... the 
corporation ceases to be a small business corporation (as defined in 
section 1371(a))’’? This possibility may pose some difficulties for 
shareholders of an electing small business corporation who plan to 
use the trust in conjunction with a stockholder buy and sell agree- 
ment. 


Non-Tax ConsERATIONS 


Besides the tax considerations involved in determining whether to 
use a corporate stock redemption agreement or a stockholder buy 
and sell agreement, certain non-tax problems should be considered. 

A. Should a corporation, owning the policies on its stockholders, 
become insolvent or bankrupt, the corporate creditors would be able 
to reach the policies as they might any other asset of the corpora- 
tion.”* 

B. Where the corporation pays the premiums, the shareholders are 
in effect paying in proportion to their holdings. Hence, if A owns 60 
per cent of the stock and B owns 40 per cent, A is paying 60 per cent 
of the premiums, while B is paying only 40 per cent. Yet, if A dies 


72 I.R.C. § 1871(a) (2). 
78 Lincoln Nat’l Life Ins. Co. v. Scales, 62 F.2d 982 (5th Cir. 1933). 
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first, B in effect will be receiving a 60 per cent interest, while A would 
receive only a 40 per cent interest on B’s death. Such inequality does 
not attach to a stockholder buy and sell agreement. Further, there 
may be an age difference between A and B. If A is twenty years 
older than B, B would normally be required to pay larger premiums 
on A’s life. Since A is more likely to die first, this appears justifiable. 
Hence, where the corporation rather than the stockholders pays the 
premiums, the older stockholder is paying more than his share. 
These two considerations will not generally balance out, because in 
most instances the older stockholder will hold the greater amount of 
stock in the corporation. 


Vaxuation ror Estate Tax Purposes 


A problem which generally confronts stockholders contemplating 
a business purchase agreement under either approach is whether the 
amount paid to the estate for the decedent’s stock interest will be ac- 
cepted as the value of the corporate interest for estate tax purposes. 

Courts will generally accept for estate tax purposes the value 
placed upon stock by the parties in an arm’s-length agreement.” 
Under such an agreement, the corporation or the stockholders should 
promise to buy and the stockholders should bind their estates to sell 
the stock at a certain or determinable price which is reasonable. Fur- 
ther, during the period preceding his death, each stockholder should 
agree not to sell his stock interest without first offering it to the cor- 
poration or other stockholders at an agreed or determinable price. 

The Estate Tax Regulations take the view that ‘‘ Little weight will 
be accorded a price contained in an option or contract under which 
the decedent is free to dispose of the underlying securities at any 
price he chooses during his lifetime,’’ and further, ‘‘ Even if the de- 
cedent is not free to dispose of the underlying securities at other than 
the option or contract price, such price will be disregarded in deter- 
mining the value of the securities unless it is determined under the 
circumstances of the particular case that the agreement represents 
a bona fide business arrangement and not a device to pass the de- 
cedent’s shares to the natural objects of his bounty for less than an 
adequate and full consideration in money or money’s worth.’’ ® 


74 Estate of John Q. Strange, 11 B.T.A. 615 (1942) ; Wilson v. Bowers, 57 F.2d 682 (2d 
Cir. 1932) ; Comm’r v. Bensel, 100 F.2d 639 (3d Cir. 1938); Albert L. Salt, 17 T.C. 92 
(1951). But cf. James H. Matthews, 3 T.C. 525 (1944), where the Tax Court held that the 
decedent ’s free right to sell to anyone during his lifetime prevented the option price from 
having any effect upon the value of the stock at the date of decedent’s death. 

75 Reg. Sec. 20.2031-2(h) (1958). 
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Substantial changes have taken place in recent months in the field 
of corporate business purchase agreements due to judicial and legis- 
lative developments. The reversal by the Court of Appeals for the 
Tenth Circuit in Sanders v. Fox ™® adds this Court to the growing 
number holding that insurance premium payments by a corporation 
do not constitute taxable dividends to its shareholders. 

Where the Tax Court’s view in the Holsey case, holding that a re- 
demption by a corporation of 50 per cent of its outstanding stock con- 
stituted a taxable dividend to the remaining shareholder, had seri- 
ously threatened the usefulness of the corporate stock redemption 
agreement, its reversal by the Court of Appeals for the Third Circuit 
should add impetus to the utilization of this approach. Nor should 
the affirmation of the Zipp case be considered as a retarding factor, 
as this case does not involve a true redemption by a corporation but 
rather a purchase of the stock by the remaining shareholders using 
corporate proceeds for payment. 

The accumulated earnings tax problem emphasized in the Pelton 
Steel case has been somewhat lessened by the Tax Court decision in 
Penn Needle Art Co. 

The provisions of the Technical Amendments Act of 1958 have 
substantially changed many of the tax problems encountered by 
electing small business corporations utilizing the corporate stock 
redemption agreement. These provisions, however, have not ren- 
dered the decisions in such cases as Prunier and Holsey of mere aca- 
demic significance for electing small business corporations, princi- 
pally because proceeds of insurance, while not constituting part of a 
corporations taxable income, do form part of its earnings and profits. 
No doubt many of the problems presented by these new provisions 
will be partially resolved when the complete regulations on Subchap- 
ter S become available. A complete correlation between the pro- 
visions of Subchapter S and the developed case law in the field of 
corporate business purchase agreements is vitally important, since a 
very large number of corporations having some form of a business 
purchase agreement will qualify as electing small business corpora- 
tions. 


76 253 F.2d 855 (10th Cir. 1958). 
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Notes 


The Married Woman and The Federal Income Tax 


The statutes are the outcome of a thousand years of history. They must 
be viewed against the background of the earlier rules that husband and 
wife are one, and that one the husband; and that as the husband took the 
wife’s chattels he was liable for her debts. They form a system with echoes 
of different moments, none of which is entitled to prevail over the other.* 


At common law a husband is liable for the debts and defaults of his wife but 
there is no precedent in history justifying the imposition of liability upon a 
woman for the debts of her husband. Despite the weight given to precedent in 
the law, the Internal Revenue Code has succeeded in imposing an incubus of 
tax liability affecting literally millions of married women who join with their 
husbands in filing joint returns.” Since the married woman is held ‘‘volun- 
tarily’’* to assume this tax liability, the requirements of the Fourteenth 
Amendment are satisfied, but it is at this precise juncture that the common 
law, and state legislatures in breaking from it, took care to assure that the 
wife’s act was in fact voluntary and would not work to her detriment.* 

A married woman like anyone else without taxable income is exempt from 
filing a tax return or paying a tax.® Therefore, the married woman with a 
gross income of less than $600 who joins with her husband in filing a joint re- 
turn does so to enable him to reduce his tax liability, at the same time assum- 
ing personal liability therefor and with no legal protection to herself. 

In common law states a wife has no legal rights to her husband’s income and 


1 Holmes, J., dissenting in Hoeper v. Tax Commission of Wisconsin, 284 U.S. 206, 219 
(1931). 

2In 1956, 36,263,000 joint returns were filed. There were 1,977,000 separate returns of 
husbands and wives. I.R.S., U.S. TREAsuRY Dep’r, StaTISTICS oF INCOME, INDIVIDUAL IN- 
coME Tax RETURNS FoR 1956, table G, 7 (1958). A breakdown as between husbands and 
wives of separate returns is no longer published. In 1953, when these data were reported 
and 33,448,000 joint returns were filed, 1,247,000 wives and 1,095,000 husbands filed sep- 
arately. I.R.S., U.S. TREASURY DEpP’?, STATISTICS OF INCOME FoR 1953 pt. 1, table 7 (1957). 
Data are not available to indicate how many married women who filed joint returns had 
taxable income of their own, but statistics from the last census give reliable indication that 
they were comparatively few. In 1950, of 31,860,000 married women living with their hus- 
bands, for whom any income data were reported, 25,161,000 had income of less than $500. 
U.S. Dep ’t or COMMERCE, II Census oF PoPULATION: 1950, CHARACTERISTICS OF THE Pop- 
ULATION pt. 1, table 140 (1953). 

3 See Merlin H. Aylesworth, 24 T.C. 134 (1955). 

4 Some states required privy examination of the wife as a requisite to a valid conveyance 
of real estate. 3 VERNIER, AMERICAN FAMILY Laws § 184 (1935). In North Carolina today 
a deed of a wife conveying land to her husband is void unless the officer taking her acknowl- 
edgment incorporates in his certificate a statement that the deed is not unreasonable or 
injurious to the wife. Davis v. Vaughn, 243 N.C. 486, 91 8.E.2d 165 (1956). In some states 
there are limitations on the power of the wife to bind herself as surety. 3 VERNIER, op. cit. 
supra § 152. 

5 I.R.C. § 6012(a) (1) (1954). 
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any decrease in tax liability does not give her any such rights.* Theoretically, 
at least, in community property states the wife would share in any benefit 
arising from reduced taxes,’ but in these states the same benefit could be ob- 
tained if the wife filed separately, reporting her share of the community in- 
come, and she would be liable only for the tax on that portion. 

From the legal standpoint, the married woman receives no benefit in filing 
a joint return. This paper will consider the detriments imposed on these 
women under the Code and the need for change in the light of the various 
state domestic relations laws. 


I. Tax Liasmity WHEN No Return Is Fmep 


When neither husband nor wife has filed a tax return, each is liable for 
deficiencies and penalties on account of that individual’s income only.’ In 
Agnes W. Grayson ® both husband and wife had income, but no return was 
filed. The Tax Court held it error for the Commissioner to reconstruct income 
on a net worth basis and assess a joint income tax liability against both hus- 
band and wife; income should have been reconstructed on a separate return 
basis. A charge of fraud against the wife was dismissed, since the Court held 
that the husband was responsible for keeping records and filing tax returns. 
Since his wife had relied on him to do so, she was not guilty of fraud, although, 
not having reasonable cause, her failure to file was due to willful neglect, and 
a delinquency penalty was assessed.!° However, when income is indivisible 
both husband and wife may be liable for deficiencies and fraud penalties.™ 


IT. Tax Liapmiry ARISING FROM MARRIAGE RELATIONSHIP—COMMUNITY 
PROPERTY 


In community property states the wife has an equal, present and vested in- 
terest in the income of her husband.!? Section 61 of the Code defines gross in- 
come as ‘‘all income from whatever source derived.’’ For tax purposes, when 
one spouse receives income, the other is considered to have gross income by 
virtue of the community property law and each 1° is liable for one-half the 


6 The husband is under a legal duty to support his wife in accordance with his means. 
Smith v. Smith, 300 S.W.2d 275 (Mo. 1957). The tax-savings involved in joint returns would 
not materially alter such duty. 

7 The husband has the management and control. See, e.g., CAL. Civ. CoDE § 172. Poe v. 
Seaborn, 282 U.S. 101 (1930). As a result, the benefit to the wife is highly speculative. 

8 Joseph A. Mundy, 14 TCM 1067 (1955) ; Agnes W. Grayson, 13 TCM 552 (1954). 

913 TCM 552 (1954). 

10 I.R.C. § 6651(a) (1954). 

11 Roy Dixon, 28 T.C. 338 (1957). 

122 AMERICAN LAw oF PROPERTY § 7.20 (Casner ed. 1952) ; United States v. Malcolm, 
282 U.S. 792 (1931) ; Poe v. Seaborn, 282 U.S. 101 (1930). 

13 Smith v. Donnelly, 65 F.Supp. 415 (E.D.La. 1946) ; Jack Douglas, 27 T.C. 306 (1956) ; 
Dorothy G. McKay, 24 T.C. 86 (1955) ; Marjorie Hunt, 22 T.C. 228 (1954) ; Ella E. Har- 
rold, 22 T.C. 625 (1954) ; Harold K. Hockaday, 22 T.C. 1327 (1954) ; Edna 8. Sherman, 29 
B.T.A. 616 (1933), aff’d, 76 F.2d 810 (9th Cir. 1935) ; Thelma A. Ramos, 14 TCM 162 
(1955) ; Lorraine I. Dippel, 14 TCM 232 (1955); Cecile D. Freundlich, 14 TCM 682 
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tax.14 Such tax liability may be imposed on a married woman on account of 
her estranged husband’s income from a community property state even 
though she had never lived there.® 

In Lorraine I. Dippel 1° the husband and wife lived in Minnesota, a common 
law state, until they separated. The husband went to California, a community 
property state, where he found employment, and the wife remained in Minne- 
sota where she was employed. For the taxable years 1948 and 1949 John Dip- 
pel filed what purported to be joint returns with his wife Lorraine, while she 
filed separate returns in which she reported the income which she had received 
from her employment. 

The Commissioner asserted a deficiency against Lorraine for failing to 
include in her individual tax return her share of the community property in- 
come that her estranged husband had earned in California. This was her first 
indication of possible tax liability on account of community property laws of 
a state where she had never lived. The Commissioner added one-half the hus- 
band’s California income to that reported by the wife for 1948 and 1949, 
giving her credit for one-half the tax paid by him, and assessed a deficiency 
against her for unpaid taxes. The Tax Court sustained the deficiency, stat- 
ing: 17 

It is well settled that, in the absence of an agreement to the contrary, the 
earnings of a husband domiciled in California are community income, that 
one-half of such community income belongs to each spouse, that the husband 
and wife, though living apart, not legally separated, are taxable on their re- 
spective shares of the community income, and that is true even though the 
wife is not living in California, or may never have lived there. 


Therefore, a married woman was compelled to pay nearly $300 in taxes on 
account of her husband’s earnings, over which he had full management and 
control and absolute power of disposal other than testamentary disposition.1® 
The only way for Lorraine to rid herself of future tax liability was for her to 
obtain a divorce. It is doubtful, at least, that public policy would countenance 
the result of this reasoning, 7.e., that a woman who is separated from her hus- 
band is required, under penalty of imposition of tax liability, to obtain a 
divorce. 

Prior to 1948, when the benefits of income-splitting were granted to all mar- 
ried people, community property laws provided a useful tax-saving device for 
married residents of those states.1® These laws today can impose an unjusti- 


(1955). If the wife fails to report more than 25 per cent of community gross income, the 
six-year statute of limitations applies under section 6501(e)(1)(A) (1954). See Elvina 
Ratto, 20 T.C. 785 (1953). 

14 Harold K. Hockaday, 22 T.C. 1327 (1954) ; Paul Cavanagh, 42 B.T.A. 1037 (1940), 
aff’d, 125 F.2d 366 (9th Cir. 1942). 

15 Lorraine I. Dippel, 14 TCM 232 (1955). 

16 14 TCM 232 (1955). 

17 Lorraine I. Dippnell, supra note 15, at 233. 

18 CAL. Civ. CopE § 172. 

19 Revenue Act of 1948, 62 Stat. 114; Surrey, Federal Taxation of the Family—The Rev- 
enue Act of 1948, 61 Harv. L. Rev. 1097, 1105-11 (1948) ; Comment, Joint Income Taz Re- 
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fiable hardship on some married women where, as in the case of Lorraine 
Dippel, his wife is saddled with a tax liability for income which in any real- 
istic sense is not hers and from which she receives no benefit. 


III. Tax Liasiiry WHEN A Joint Return Is FILED 


In a non-community property state, a wife who files a joint return with her 
husband assumes extensive tax liability that would otherwise not be hers. The 
tax on a joint return is ‘‘computed on the aggregate income and the liability 
with respect to the tax shall be joint and several.’’ 7° The wife becomes liable 
for the correct amount of the tax due, whether stated in the return or not,?! 
and for any deficiencies assessed.” She is also liable for the penalty of 50 per 
cent of the amount of a deficiency assessed on account of fraud.?* A property 
settlement in which the husband agrees to assume and pay a tax deficiency 
does not avoid the wife’s liability even though the settlement is made a part of 
a court decree.** 

The wife is subjected to the fraud penalty even though she herself has not 
been fraudulent, does not know of the fraud, or is either misinformed or does 
not know the contents of the return.” In W. L. Kann,* the Court held that 
when it is established that a joint return was filed, such a finding is: 27 

... dispositive of the question, since the wife’s liability on a joint return is 
joint and several. This applies to the fraud penalties as well as to the de- 
ficiencies, whether or not the wife was a party to the fraud. 





turns Under the Revenue Act of 1948, 36 Cauir. L. Rev. 289 (1948) ; Comment, Taxation— 
Joint Returns and the Revenue Act of 1948, 32 Marq. L. REv. 213 (1948). 

20 T.R.C. § 6013(d)(3) (1954). The provision is the same as first adopted in section 
51(b) of the Revenue Act of 1938, 52 Stat. 476. There is also a comparable provision under 
the gift tax. Joint and several liability is imposed on husband and wife when there is a gift 
by one spouse to a third person with a consent filed by the other spouse. I.R.C. § 2513(d) 
(1954). 

21 Hayes v. Comm’r, 161 F.2d 689 (10th Cir. 1947). 

22 Moore v. United States, 37 F.Supp. 136 (Ct.Cl. 1941); Jack Douglas, 27 T.C. 306 
(1956) ; Muriel Heim, 27 T.C. 270 (1956) ; Virginia M. Wilkins, 19 T.C. 752 (1953) ; Jack 
W. Jones, 12 TCM 470 (1953) ; H. A. Rock, 5 TCM 199 (1946). The wife may also be liable 
as a transferee if she receives gratuitous transfers of property or money and the transfers 
are made either when the husband is insolvent or for the purpose of defeating the collection 
of taxes. Louise Noell, 22 T.C. 1035 (1954) ; Ruby E. Hirsch, 14 TCM 791 (1955). 

23 I.R.C. § 6653(b) (1954). H.g., Kann v. Comm’r, 210 F.2d 247 (3d Cir. 1953), cert. 
denied, 347 U.S. 967 (1954) ; Boyett v. Comm’r, 204 F.2d 205 (5th Cir. 1953); Dora S. 
Hughes, 26 T.C. 23 (1956). Presumably the wife would also be liable for the five per cent 
penalty for negligent or intentional disregard of rules and regulations under section 6653 
(a) (1954). 

24 Mildred 8S. Ballenger, 14 TCM 651 (1955). The court held that since both parties are 
equally liable for the tax, any agreement between them would not bind the third party 
creditor unless he consents thereto. 

25 W. L. Kann, 18 T.C. 1032 (1952), aff’d, 210 F.2d 247 (3d Cir. 1953), cert. denied, 347 
U.S. 967 (1954); Viviano v. United States, 105 F.Supp. 312 (E.D.Mich. 1952); Edrie 
Boyer, 14 TCM 34 (1955). 

26 18 T.C, 1032 (1952). 

27 W. L. Kann, 18 T.C. 1032, 1044 (1952). 
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The statute of limitations does not run in favor of the wife whose husband has 
filed a fraudulent return with intent to evade the tax.?* In some instances the 
wife, who has been held liable for deficiencies and penalties, has had income in 
her own right,?® but she is liable for the taxes and penalties even though she 
has no income.*® 

It is important to determine what constitutes the filing of a joint return, 
since any tax liability of a married woman, who has no personal taxable in- 
come, arises only when she joins in filing such a return.*! This is not as simple 
as it may seem. Two tax forms may constitute a single joint return ; *? a single 
tax form may constitute two separate returns.** Ordinarily, though, a joint 
return is filed by so stating on a single return form, with both spouses sign- 
ing.34 


A. THE WIFE’s SIGNATURE 


Individual income tax return Form 1040 states ‘‘If this is a joint return, 
BOTH HUSBAND AND WIFE MUST SIGN.’’ Instructions issued by the 


28 Howell v. Comm’r, 175 F.2d 240 (6th Cir. 1949) ; Lloyd Crossen, 13 TCM 406 (1954). 

29 Myrna S. Howell, 10 T.C. 859 (1948); Joseph Buchhalter, 29 B.T.A. 600 (1933) ; 
Joseph Carroro, 29 B.T.A. 646 (1933). Until 1938 there was doubt whether a joint return 
could be filed when only one of the spouses had income. Revenue Act of 1938, See. 51(b), 
52 Stat. 476, explicitly provided for the filing of joint returns, even though one of the 
spouses had no income. It may be, because of the doubt involved, that for tax years prior to 
1938 the Tax Court made explicit findings that the wife had income, for in that event the 
spouses were clearly authorized to file a joint return. 

30 Dora S. Hughes, 26 T.C. 23 (1956). The husband pleaded guilty to wilful evasion of in- 
come taxes and was sentenced to prison. The wife was held liable for tax deficiencies, total- 
ing $95,850, and penalties for fraud amounting to $47,925. 

81 Only a husband and wife may file a joint return. I.R.C. § 6013(a) (1954). The term 
‘‘husband and wife’’ is purportedly defined in section 7701(17) (1954), but the definition 
therein is not useful in determining status. Section 6013(d) (2) (1954) provides that ‘‘an 
individual who is legally separated from his spouse under a decree of divorce or of separate 
maintenance shall not be considered as married. ...’’ This has been interpreted by the 
courts to mean that a joint return may be filed during the period between the entering of an 
interlocutory decree and a final decree of divorce a vinculo matrimonii. Comm’r vy. Eccles, 
208 F.2d 796 (4th Cir. 1953) ; Comm’r v. Ostler, 237 F.2d 501 (9th Cir. 1956) ; Comm’r v. 
Evans, 211 F.2d 378 (10th Cir. 1954); J. R. Calhoun, Jr., 27 T.C. 115 (1956). The Com- 
missioner has accepted this interpretation. Rev. Rul. 57-368, 1957-2 Cum. BuLt. 896. 

32 Zabelle Emerzian, 20 T.C. 825 (1953). The spouses lived in a community property 
state and each filed a return for 1949. Since the wife had a large capital gain from the sale 
of her separate property, a lower tax would result from a joint return. The returns, which 
were prepared by an accountant, contained mutual cross references, and the computations 
were made on the basis of a joint return. The Tax Court held that the returns filed consti- 
tuted a single joint return, the spouses having intended to make such a return and having 
been ignorant of the difference between joint and separate returns. 

83 Paul G. Whitmore, 25 T.C. 293 (1955). The spouses lived in a community property 
state. A single tax form was filed. This stated on its face that it was a ‘‘ Joint Return— 
Community Property State.’’? The Tax Court held that this constituted separate returns, 
since the taxpayers intended to report income separately. 

34 In Jack Douglas, 27 T.C. 306 (1956), the wife signed a blank tax form knowing it was 
to be filled in by the husband. See also Albert E. Lively, 11 TCM 238 (1952). 
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Treasury Department similarly state, ‘‘ Both must sign the return.’’ *5 Section 
6061 of the 1954 Code provides that tax returns ‘‘shall be signed in accordance 
with forms . .. prescribed by the Secretary or his delegate.’’ At one time, the 
Regulations required that a joint return be signed by both spouses.** Although 
this is no longer true, section 6061 gives the Form 1040 instructions the same 
degree of authority as if they were contained in the Regulations. However, 
the Commissioner works both sides of the street on the question of what con- 
stitutes a joint return. 

The wife’s name on the return is prima facie evidence that the return was 
actually signed by her.** This may be overcome by other evidence.** The wife 
may also be held to have filed a joint return if it is simply determined that she 
acquiesced in the placing of her name on it.*® 

The absence of the wife’s signature ordinarily indicates that the return is 
not joint. The Commissioner may contend, however, that such a return has 
been filed jointly ; his determination is presumptively correct. The wife has 
been able to overcome this determination where the return did not state that 
it was joint,*° and also where it purported so to be.*! 

Some of the earlier cases have held that if the wife had personal income and 
would be delinquent in filing unless the return had been filed jointly, this was 
strong evidence that a joint return had been filed.*? The later cases have shown 
a tendency to find no joint return filed, even when the wife’s income included 
in the return consists of a share of the profits of a tenancy by the entirety or 
some other form of joint ownership.** This result is reached even though it 


35 T.R.S., U.S. TREASURY Dep’t, YouR FEDERAL INCOME Tax ForMs ror 1958, 4 (1958). 

86 Reg. 111, Sec. 29.51-1(b) (1). Regulations 118 omitted the requirement. 

87 T.R.C. § 6064 (1954). 7 

38 Harold J. Ringler, 15 TCM 396 (1956) (wife’s name signed by husband’s secretary) ; 
Alma Helfrich, 25 T.C. 404 (1955). 

89 Muriel Heim, 27 T.C. 270 (1956). The court did not seem to consider the legal basis 
necessary to make an acquiescence in the placing of the wife’s name on the return equiva- 
lent to filing a joint return. The dissenting opinion points out that ‘‘ While it is difficult to 
be sure what the theory of the present Opinion is, it may be one of misrepresentation or 
estoppel.’’ Id. at 276. It seems more likely that the theory should be based on a principle of 
agency, ratification, or estoppel, but not misrepresentation, since the facts as found by the 
court were that the wife had not signed the return. A theory of misrepresentation would be 
only another way of stating the conclusion and not a legal theory on which the wife could 
be found to have filed a joint return, as this is a question of intent. See Elsie 8S. Bour, 23 
T.C. 237, 239 (1954). 

40 Arlington F. Brown, 24 T.C. 256 (1955); Robert A. Langlois, 14 TCM 187 (1955). 
See also Ray L. Ward, 13 TCM 1030 (1954), where the husband who had filed a separate re- 
turn was held not liable for the wife’s unreported income. 

41 Virginia M. Wilkins, 19 T.C. 752 (1953) ; Eva M. Manton, 11 T.C. 831 (1948) ; Wil- 
liam W. Kellett, 5 T.C. 608 (1945) ; John Kehoe, 34 B.T.A. 59 (1936). 

42 United States v. Hammerstein, 20 F.Supp. 744 (S.D.N.Y. 1937) ; Hyman B. Stone, 22 
T.C. 893 (1954) ; Walter M. Ferguson, Jr., 14 T.C. 846 (1950) ; Joseph Carroro, 29 B.T.A. 
646 (1933) ; Alfred E. Whitehouse, 14 TCM 501 (1955) ; John Young, 11 TCM 239 (1952). 

43 Alma Helfrich, 25 T.C. 404 (1955) ; Arlington F. Brown, 24 T.C. 256 (1955) ; Myrtle 
O. Calhoun, 23 T.C. 4 (1954) ; Elsie 8. Bour, 23 T.C. 237 (1954) ; Edward J. Vogel, 14 TCM 
275 (1955). In McCord v. Granger, 201 F.2d 103 (3d Cir. 1952), the husband reported and 
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means the wife is delinquent in making a return. The rationale of these later 
cases is exemplified in Elsie S. Bour: *4 


Whether petitioner and her husband filed joint returns . . . thus rendering 
petitioner jointly and severally liable for any tax and penalties which may be 
due on the aggregate of their incomes, is a factual question, the answer to 
which rests on a determination of the intent of the taxpayer. .. . 


A husband and wife are separate and individual taxable entities and, as 
such, each may file a separate return of his or her respective income. If they 
take advantage of the provisions for the filing of a joint return, each spouse 
becomes jointly and severally liable for the total tax, and any penalties, on the 
aggregate of their incomes. . . . However, there must be a mutual intent to 
claim the benefits of a joint return before either spouse becomes jointly and 
severally liable. 


Since the wife’s signature is valuable to the husband, enabling him to re- 
duce his tax, he may use some pressure to induce his wife to sign the tax re- 
turn. In Merlin H. Aylesworth * the wife sought to avoid individual liability 
on the ground that her signature to a joint return had been obtained by fraud 
and duress. She testified that her husband told her she would be ‘‘very, very 
sorry’’ if she did not sign, that he would ‘‘destroy her father,’’ and that he 
would ‘‘mutilate her face.’’ Another year, in his endeavors to induce her to 
sign, he ‘‘tore her clothes, and pulled her hair.’’ © The Tax Court concluded 
that her act of signing the returns was voluntary, although perhaps under dis- 
tasteful circumstances. The taxpayer in Ethel 8. Hickey ** was more success- 
ful. The Tax Court found that an elderly wife had not acted voluntarily in 
signing a return at her husband’s request when the doctor had ordered her to 
comply with her husband’s wishes and under no circumstances to excite or 
argue with him. 

Form 936 is available for use by one spouse to authorize the other to pre- 
pare, sign, and file a joint return. A statement to the same effect may also be 
used. It has been suggested that this Form may be useful to husbands not de- 
siring to disclose to their wives the information appearing on a joint return.*® 


paid tax on the entire gain from the sale of real estate owned by him and his wife as tenants 
by the entirety. Later, he sought a refund on the ground that under Pennsylvania law one- 
half of the gain belonged to his wife. The Collector accepted the wife’s payment of the tax 
due but resisted the husband’s claim for a refund. The Government contended the return 
filed by the husband was joint although the wife had not signed. The Regulation requiring 
both spouses to sign a joint return was, according to the Commissioner, ‘‘ Merely intended 
to safeguard the Commissioner against the claims of non-signing spouses and may be waived 
by him.’’ Id. at 106. The court allowed the refund, saying that the ‘‘zeal exhibited by the 
government in its attempt to twice tax the same income merited a worthier cause.’’ Id. at 
108. 

44 23 T.C. 237, 239 (1954). 

45 24 T.C. 134 (1955). 

46 Merlin H. Aylesworth, 24 T.C. 134, 145, 146 (1955). 

47 14 TOM 546 (1955). 

48 Surrey, Federal Taxation of the Family—The Revenue Act of 1948, 61 Harv. L. Rev. 
1097, 1110 n. 57 (1948). See discussion pp. 437-438 supra. : 
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Hence, the husband is provided with the means of keeping his wife ignorant 
of the extent of the liability she assumes.*® The Code contains no provision 
under which the wife, who has filed a joint return, may change to a separate 
return after the final date for filing has passed,®® and the courts have inter- 
preted the election to file a joint return under section 6013 to be an irrevo- 
cable, binding election.®* 


B. JoInt AND SEVERAL LIABILITY 


As early as 1918 spouses living together were permitted to report their in- 
come on a single joint return.®? Nevertheless, for a good many years there was 
no clear understanding of the legal effect of filing a joint return.’ In Rosa E. 
Burkhart ** the Commissioner was unsuccessful in his attempt to hold the wife 
liable for one-half of the tax regardless of the amount of income of each 
spouse. In 1923, the Commissioner issued an Income Tax Ruling in which he 
interpreted the Revenue Act of 1918 as imposing joint and several liability on 
spouses filing joint returns,®® but this interpretation was not upheld by the 
courts. This type of liability was finally imposed on the wife when a provision 


49 The wife who has made a joint return has a right to apply to the Commissioner to in- 
spect the filed return. Rev. Rul. 229, 1953-2 Cum. Buu. 152. It would seem she also has a 
right to obtain a copy of the return from the Commissioner. S._M. 2883, IV—-1 Cum. BULL. 
66 (1925). Cf. the earlier ruling to the contrary. O.D. 325, 1 Cum. BULL. 265 (1919-1920). 

50 Sections 6501(b) (1) and 6513(a) (1954) provide that for purposes of any assessment 
by the Commissioner or any claim for refund by the taxpayer, a tax return filed before the 
due date is considered to have been filed on such last day. Therefore, there should be no re- 
striction on changing from a joint return to a separate return if done before the final filing 
date, since there is no return deemed filed until such date. 

51 The rule that separate returns cannot be filed after a joint return was laid down in 
Grant v. Rose, 24 F.2d 115 (N.D.Ga. 1928), aff’d, 39 F.2d 340 (5th Cir. 1930), cert. dis- 
missed on motion of Government, 283 U.S. 867 (1931). See 8. Rep. No. 1015 pt. 1, 80th 
Cong., 2d Sess. 55 (1948). 

52 Revenue Act of 1918, Sec. 223, 40 Stat. 1074. By 1921, the statute provided that the 
tax should be computed on the aggregate income so reported. Revenue Act of 1921, Sec. 
223(b) (2), 42 Stat. 250. 

58 Originally, the Commissioner tried to limit deductions on joint returns in the same 
manner as though separate returns had been filed. This effort failed in 1940, when Taft v. 
Helvering, 311 U.S. 195 (1940), held that a joint return should be treated as the return of 
a single taxable unit. The Supreme Court said, ‘‘The principle that the joint return is to 
be treated as the return of a ‘taxable unit’ and as though it were made by a ‘single indi- 
vidual’ would be violated if in making a joint return each spouse were compelled to cal- 
culate his or her charitable contributions as if he or she were making a separate return. 
The principle of a joint return permitted aggregation of income and deductions and thus 
overrode the limitations incident to separate returns.’’ Id. at 198. Helvering v. Janney, 311 
U.S. 189 (1940), decided at the same time, held that capital losses of one spouse could be 
used to offset the capital gains of the other. 

5411 B.T.A. 275 (1928). 

55 I.T, 1575, 11-1 Cum. Buu. 144 (1923). ‘‘ Held, that a single joint return is one return 
of a taxable unit and not two returns of two units on one sheet of paper. Accordingly ... 
they are individually liable for the full amount of the tax... .’’ See discussion pp. 446-447 
infra. 
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to this effect was included in the Revenue Act of 1938.5° Joint and several lia- 
bility was continued when in 1948 the split-income plan was adopted.*? 

Joint and several liability is not a necessary concomitant of a system of 
joint returns or joint reporting of income by married couples. Under the 
English Income Tax Act ®* the tax is determined by reference to the total in- 
come of husband and wife, but upon application of either spouse the tax is 
divided for assessment and collection between them in proportion to their re- 
spective incomes.®® 

Satisfactory reasons have never been given as to how the Federal Govern- 
ment is justified in imposing liability on a wife for her husband’s taxes, solely 
because she has allowed him to reduce his tax by joining with him in a joint 
return. The theory of joint and several liability first obtained judicial sanction 
in Frida H. Cole,® where the Board of Tax Appeals held that adjustments to 
the income tax as originally filed could not be computed and assessed on each 
spouse individually after a joint return was once filed for the year. The Court 
came to this result on the grounds that: (1) the joint return did not con- 
tain data from which the separate taxable income of each spouse could be 
computed ; and (2) the imposition of liability in proportion to income would 
be the same, in effect, as permitting the filing of separate returns after a joint 
return had been filed.* 

The Court of Appeals for the Ninth Circuit reversed the Board of Tax Ap- 
peals.®? If the joint tax return filed did not give sufficient information so as 


56 Revenue Act of 1938, Sec. 51(b), 52 Stat. 476. 

57 Revenue Act of 1948, Sec. 301, 62 Stat. 114. 

58 Income Tax Act, 1918, 8 & 9 Go. 5. 

59 Generally, the English income tax provides that profits of a married woman living with 
her husband are deemed to be the profits of the husband, and the tax thereon is charged and 
assessed in his name. Income Tax Act, 1918, 8 & 9 Gzo. 5, c. 40, first schedule, General Rules 
applicable to schedules A, B, C, D, and E, Rule 16(1). The husband is liable for the tax, it 
would seem, even on the wife’s profits earned before the marriage. Elmhirst v. Commission- 
ers of Inland Revenue, [1937] 2 K.B. 551, 558-559. The wife’s income is converted into the 
husband’s income to the extent necessary for the purpose of collection. Leitch v. Emmott, 
[1929] 2 K.B. 236. The rule had its origin in the English income tax acts as early as 1803, 
when the wife was identified with the husband so far as rights to property were concerned. 
Nugent-Head v. Jacob, [1947] 1 K.B. 17, 19-20, per Scott, L.J. Separate assessment and 
collection, upon application of either spouse, is authorized by Income Tax Act, 1918, 8 & 9 
Gro. 5, c. 40, first schedule, General Rules applicable to schedules A, B, C, D, and E, Rule 17. 
Liability is proportionate to income. Income Tax Act, 1918, 8 & 9 Gxo. 5, ce. 40, § 8, and see 
Finance Act of 1927, 17 & 18 Gxo. 5, c. 10, § 42(9). Even so, the husband is apparently still 
liable for the tax on his wife’s income if the wife does not make payment. Income Tax Act, 
1918, 8 & 9 Gro. 5, c. 40, § 171. 

60 29 B.T.A. 602 (1933). See note 62 infra for development of joint and several liability 
in tax law. 

61 See note 51 supra. 

62 Cole v. Comm’r, 81 F.2d 485 (9th Cir. 1935). Following this reversal, the Board of Tax 
Appeals changed its position and began holding that the liability of spouses on joint re- 
turns was proportionate to their individual income and was not joint and several. E.g., 
Frank W. Darling, 34 B.T.A. 1062 (1936) ; Robert L. Hague, 45 B.T.A. 104 (1941), aff’d 
sub nom. Comm’r v. Uniacke, 132 F.2d 781 (2d Cir. 1942). Other Courts of Appeals took the 
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to segregate the income as between the spouses, the Commissioner could assess 
the full deficiency against each, thus placing on the taxpayers the burden of 
showing how the tax should be apportioned. The Income Tax Ruling ® that 
undertook to impose joint and several liability did not have the authority of 
a judicial interpretation and was not binding on either the Treasury Depart- 
ment or the taxpayers. The Court also pointed out that joint and several lia- 
bility violates the fundamental principle that the incidence of a tax should 
be in accordance with ability to pay. This principle requires that tax liability 
on joint returns should be proportionate to the income of each spouse. The 
filing of a joint return is not, as the Commissioner argued, an ‘‘unusual priv- 
ilege’’ that requires the sacrifice of the taxpayer’s other rights. 

The only explanation given in the report of the House Committee on Ways 
and Means for writing joint and several liability into the Code in 1938 is that, 
‘*TIt is necessary, for administrative reasons, that any doubt as to the existence 
of such liability should be set at rest, if the privilege of filing such joint re- 
turns is continued.’’ ®* 

Realistically, there are good reasons for treating husband and wife, or even 
the family, as the taxable unit for federal income tax purposes.® A working 
woman has the legal right to retain her own income, but legally the income of 
children belongs to the parents, and in practice both usually go to swell the 
family exchequer, benefiting the family unit. Earnings of the working wife 
and children may go to buy the food, clothes, and other items that the husband 
would otherwise have to provide. The progressive rate structure makes it de- 
sirable for families to avoid higher surtax brackets by juggling income within 
the group through family partnerships or corporations and making gifts or 
assignments ® of income-producing ‘property. Taxation of the family as a 
unit would eliminate this method of tax avoidance. 

Wisconsin, at one time endeavored to adopt this approach, levying an in- 
come tax measured by the family income as a whole.® The attempt was frus- 


same view. Crowe v. Comm’r, 86 F.2d 796 (7th Cir. 1936) ; Comm’r v. Rabenhold, 108 F.2d 
639 (2d Cir. 1940). The burden of proof was placed on the taxpayer spouses to show a 
proper basis for allocation; otherwise both spouses were held jointly and severally liable. 
Rogers v. Comm’r 111 F.2d 987 (6th Cir. 1940) ; Anderson v. United States, 48 F.2d 201 
(5th Cir. 1931); Joseph Buchhalter, 29 B.T.A. 600 (1933). After the enactment of the 
Revenue Act of 1938, the Court of Claims in Moore v. United States, 37 F.Supp. 136 (Ct.Cl. 
1941), cert. denied, 314 U.S. 619 (1941), said the statutory provision was only declaratory 
of the law. In reaching this conclusion, the court relied on Taft v. Helvering, 311 U.S. 195 
(1940), and Helvering v. Janney, 311 U.S. 189 (1940). The Board of Tax Appeals in George 
W. Schoenhut, 45 B.T.A. 812 (1941) agreed with the Court of Claims and reverted to its 
original position in Frida H. Cole, 29 B.T.A. 602 (1933), imposing joint and several lia- 
bility, and at the same time announcing that its decisions to the contrary would no longer 
be followed. See also Halbert P. Gillette, 46 B.T.A. 573 (1942). 

63 See note 55 supra. 

64 H.R. Rep. No. 1860, 75th Cong., 3d Sess. 30 (1938). 

65 Surrey, Federal Taxation of the Family—The Revenue Act of 1948, 61 Harv. L. Rev. 
1097, 1114 (1948). See I.R.C. § 6201(c) (1954). 

66 Comm’r v. Reece, 233 F.2d 30 (1st Cir. 1956), affirming 24 T.C. 187 (1955). 

87 Wis. Sess. Laws 1911, ch. 658 § 1087 m-5(e). In 1912 the Supreme Court of Wisconsin 
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trated when the Supreme Court in Hoeper v. Tax Commission of Wisconsin ® 
held the statute unconstitutional, on the ground that in imposing a tax lia- 
bility on the husband on account of the income of the wife, Wisconsin violated 
the due process clause of the Fourteenth Amendment.® A majority of the 
Supreme Court conceded that the tax would have been valid if Wisconsin had 
retained the old common law rules under which the married woman’s earnings 
and property belong to her husband.”° But since Wisconsin had given the wife 
her income as her own separate property, the act could not be sustained on this 
ground.”! Justice Holmes dissented.7? He took the view that the common law 
permits the taxation of the husband for his wife’s income, and Wisconsin had 
retained that characteristic of the common law.” There is nothing in the Fed- 
eral Constitution prohibiting taxation of the husband on income ‘‘that in 
every probability will make his life easier and help to pay his bills.’’ ™ 

Commentators find justification for imposing joint and several liability on 
the spouses in the tax advantages to be obtained from the use of the joint re- 
turn.”5 The tax advantage, though, is one granted to the husband without cost 
to him, while the wife bears the burden without legal benefit or protection. 


sustained the constitutionality of the act. State ex rel. Bolens v. Frear, 148 Wis. 456, 134 
N.W. 673 (1912). 

68 284 U.S. 206 (1931). 

69 The immediate impetus for the constitutional attack was obviously the decision in 
Schlesinger v. Wisconsin, 270 U.S. 230 (1926), in which the Supreme Court held unconsti- 
tutional a Wisconsin statute that established a conclusive presumption that gifts made 
within six years of death were made in contemplation of death. In answering this new attack 
on the statute, the Supreme Court of Wisconsin reiterated its view that the purpose of the 
act was the prevention of juggling of income within the family group, and also pointed out 
that the statute related taxation to ability to pay and compensated the state for additional 
expenditures made by the state for the benefit of families. Neither the Supreme Court of 
Wisconsin nor the United States Supreme Court seemed to feel that it made any difference 
whether the husband was being taxed on account of the wife’s income or taxed only on his 
own income, with his wife’s income included for the purpose of determining the applicable 
rate, The facts given in the opinion of the United States Supreme Court indicate that the 
husband was actually being taxed on his wife’s income. Hoeper v. Tax Commission of Wis- 
consin, 284 U.S. 206, 214-215 n.1 (1931). The tenor of the opinion is that a tax on the 
husband’s income, but with the rate determined in part by reference to the wife’s income, 
would be subject to the same defects and would also be unconstitutional. 

70 Hoeper v. Tax Commission of Wisconsin, 284 U.S. 206, 214 (1931). 

71 The Court said that since the statute was plainly a revenue measure, it could not be sus- 
tained as a regulation of the marriage relationship. 

72 Hoeper v. Tax Commission of Wisconsin, supra note 70, at 218. Justices Brandeis and 
Stone joined in this dissent. 

78 Justice Holmes does not make clear the nature of the characteristic of marriage as it 
existed at common law which Wisconsin retained. At common law the wife had no income, 
so there could have been no duty on the husband to pay income taxes on the wife’s non- 
existent income. 

74 Hoeper v. Tax Commission of Wisconsin, supra note 70, at 220. 

75 Ervin, Federal Taxes and the Family, 20 So. Cau. L, Rev. 243, 252 (1947) ; Comment, 
Joint Income Tax Returns Under the Revenue Act of 1948, 36 Cauir. L. REv. 289, 300 


(1948). 
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CoNCLUSION 


Tax justice for the married woman requires that joint and several liability 
on joint returns be abolished. Liability on joint returns should be made pro- 
portionate to the income of the respective spouses. For administrative reasons, 
the burden of proving the allocation of income and tax should be placed on the 
parties, failing which, each should then be liable for the entire tax. 

The married woman without income should be relieved of participation in 
the tax collection process. The husband should be given the benefit of the 
split-income computation without requiring his wife to assume tax liability."® 

The Treasury Department has authority to effect the suggested reforms 
with respect to individuals having incomes of less than $5,200 since the Secre- 
tary or his delegate is authorized to provide by regulation whether such indi- 
viduals will be permitted or required to file joint returns and whether the lia- 
bility shall be joint and several.77 However, the Treasury has not yet issued 
any such regulation, and legislation is also necessary to achieve tax justice 
when individual incomes of over $5,200 are involved. 

The tax liability on joint returns in 1956 was $24,914,000,000.7§ The major 
portion of this liability was voluntarily assumed by married women without 
legal benefit to themselves. This voluntary mass assumption of liability is 
without parallel in the history of the common law. It is unjust, unnecessary, 
and should be terminated forthwith. 

—Wirrep J. Ritz * 





76 There is no danger that the wife’s income will go unreported, since the husband may 
only claim the wife as a personal exemption when she has no income, I.R.C. § 151(b) (1954). 
A spouse is not a dependent. I.R.C. § 152(a) (9) (1954). 

77 T.R.C. § 6014(b) (1954). 

78 I.R.8., U.S. Treasury Dep’, STaTIsTIcs or INcoME, INDIVIDUAL INCOME Tax RE- 
TURNS FOR 1956, table 10, 45 (1958). 

* Associate Professor, Washington and Lee University School of Law, Lexington, Vir- 
ginia. 
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CorporATE Tax ELEcTION To Pass INcoME aND Loss TO SHAREHOLDERS. By 
Rosert ANTHOINE. New York: Practising Law Institute, 1959. Pp. 45. $2. 


Firty-THREE New PuAns For Savine Estate AND Girt Taxes. By J. K. Las- 
ser Tax Institute. Larchmont: American Research Council, 1958. Pp. 
x, 230. $5.95. 


How to Bump More INcoME AND CAPITAL THROUGH Tax PROTECTED INVEST- 
MENTS. By J. K. Lasser Tax INSTITUTE AND JoHN D. Cunnion. Larch- 
mont: Business Reports, Inc., 1958. Pp. xvii, 172. $12.50. 


Let’s Go Stow witH Tax Option CorPoraTIons. By Haroup M. Horrman, 37 
Taxes 21 (1959) 


Sma. Business Corporation, THE. By Wiuuarp D. Horwicu, 37 Taxes 20 
(1959). 


Sounp Business Purpose. By Ropert 8. Houzman. New York: Ronald Press 
Co., 1958. Pp. 208. $10. 


Tax CONSEQUENCES OF Stock REDEMPTIONS FOR SHAREHOLDERS WHOSE 
Stock Is Not RepEEMED. By ALLEN M. Srnecer. XXXVIII Ore. L. Rev. 


1 (1958). 


* Compiled by Bernard Greisman of the New York Bar. 
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OIL AND GAS TERMS 


Annotated 
By HOWARD R. WILLIAMS and CHARLES J. MEYERS 


AT LAST !—A complete fill-in on the oil and gas industry. Words 
and phrases explained—with engineering, legal and tax background. 
Not simply a dictionary but a full bodied source book giving the com- 
plete story with examples, formulas and practical applications. 


FOR THE NON-EXPERT 


The oil industry has its full share of technical terms. But in addition, 
it is also surrounded by many terms which have a special legal mean- 
ing. And there are many terms which have special definitions and 
implications with respect to taxation. The non-expert will find this 
manual invaluable in providing a grounding. 


FOR THE EXPERT 


All industry terms should be used precisely by anyone intimately 
associated with it, executives, lawyers, accountants, technicians. This 
manual will improve communication between persons of different de- 
grees of oil world experience. It will prevent embarrassing failures 
of understanding. It is replete with examples and practical materials 
that nail down the definitions. It cites the court decisions that are 
basic to a working familiarity with the legal structure. It cross refers 
to specific books and articles where complete discussions of special 
subjects may be found. 


Price $10. 


Write to 


MATTHEW BENDER AND COMPANY, INC. 
Albany 1, N. Y. 
443 Fourth Avenue, New York 16, New York 








Please mention the Tax Law Review when answering advertisements. 
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HERR’S 


INSTANT 


DEPRECIATION COMPUTER 
By Robert R. Herr, C.P.A. 


You can now compare, without computation, the depreciation charge for any year, 
in any life span—in any of the three main systems permitted under the new tax law. 


The new DEPRECIATION TABLES by Robert R. Herr, CPA, give you the answer 
at a glance. 300 large (8% x 11”) pages. 123,000 formula computations. Any 
depreciation figure is instantly findable for any taxable year or any month—just select 
the schedule you want, depending on the estimate of useful life. There, all on one 
page, in side-by-side columns, you find the IBM calculated results according to: 


1. THE STRAIGHT LINE METHOD both annual and monthly 


2. THE SUM OF THE YEARS-DIGITS METHOD both annual and 
monthly 


3. THE DECLINING BALANCE METHOD both annual and monthly 


In addition, you can find, all face-up on the open page, the figure for 4% of one year 
and % of the next—or any other such combination. 


By having these computations laid out to instant view, you save hours of computing 
time. But that’s only half of it. You invariably save tax money by the ease with 
which the results of the three depreciation methods can be compared, in advance. 
Faster tax depreciation frees current funds. Income producing taxpayers prefer it— 
and in this way you can demonstrate to a client HOW MUCH the faster depreciation 
means. With these tables, you will take advantage of the digit method when you 
should, which will be often. 


Also included with Herr’s DEPRECIATION TABLES: A complete and detailed 
analysis and explanation of the depreciation provisions of the new tax law, by a 
nationally known tax authority. This ANALYSIS AND EXPLANATION, by Brady O. 
Bryson, is an important part of the publication. Mr. Bryson answers the questions 
that are bound to occur with reference to the new law. He points up many tax 
angles and ideas, the significance of which might otherwise be lost. 
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by Leland E. Fiske 


A clear presentation of the special tax problems peculiar to the oil and gas 
industry. This volume is designed to bring together a fully-integrated picture of 
key problems in the vast, complicated field of oil and gas taxation. The author’s 
long experience in this field (over forty years) gives you the mature view of one 
of the most capable oil and gas tax experts in the country. 


Some of the special problems covered in the work are the treatment of explora- 
tion expenditures, the determination of an economic interest, the treatment of 
development expenditures, determination of the “property” for the computation 
of depletion, treatment of “carried interests,” treatment of oil payments, and sim- 
ilar problems. Among the chapter headings are the following: EXPLORATION 
FOR OIL AND GAS ... ACQUISITION OF OIL AND GAS PROPERTIES 
. . . DEVELOPMENT OF OIL AND GAS PROPERTIES . . . OPERATION 
OF OIL AND GAS PROPERTIES .. . DEPRECIATION OF OIL AND GAS 
EQUIPMENT ... LIVES OF OIL AND GAS EQUIPMENT . . . DEPLETION 
OF OIL AND GAS PROPERTIES ... OTHER OIL AND GAS OPERATING 
PROBLEMS ... DISPOSITION OF OIL AND GAS PROPERTIES. . 
NET OPERATING LOSSES . . . PARTNERSHIPS, ASSOCIATIONS ... 
VALUATION OF OIL AND GAS PROPERTIES. 
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